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OUR COVER 


On our cover this month is a news photograph of the new Com- 
missioner of Internal Revenue—Dana Latham of California. He was 
appointed by the President to succeed Commissioner Harringion, who 
resigned effective September 30. Mr. Latham will take up his duties in 
Washington as soon as he closes his business affairs in Los Angeles. 


Mr. Latham was born in Galesburg, Illinois, on July 7, 1898. A 
practicing attorney, he is a member of the Los Angeles firm of Latham 
and Watkins. He is admitted to the bars of both Illinois and California. 


Public service is not a new cloak for the new Commissioner. For 
the years 1926-1927, he served as Representative, General Counsel, 
Bureau of Internal Revenue, Pacific Coast. Mr. Latham was president 
of the Los Angeles Bar Association in 1950-1951. He is a member of 
the American Bar Association, the State Bar of California and the 
International Bar Association. 


THE DECEMBER ISSUE 


Next month look for the outstanding papers to be presented at the 
Eleventh Annual Federal Tax Conference of the University of Chicago 
Law School. They will be published in full text, with footnotes. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L, Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Collapsing the collapsible. In Hollywood where things are real 
and unreal, factual and fictional, and incomes are both high and low, 
there was created a tax-saving device called the “collapsible corpora 
tion.” The desire of high-bracket income earners to turn ordinary in 
come into capital gains was the hero’s motivation. The capital gains 
provision of the law was the tempting heroine who was closely 
guarded by the ogre of the castle, the Commissioner of Internal Reve- 
nue. With these elements of a plot, some producers formed separate 
corporations for each picture. When the picture was finished and 
before it reached the distributor from whom it would receive income, 
the corporation was liquidated by distribution of the assets to the 
shareholders. As things turned out, the hero need not always be a 
motion picture producer or a motion picture actor. Inventory could 
be personified as the hero. This all transpired prior to 1950. Then the 
Commissioner became acutely aware of the plot. Special provision was 
inserted in the 1939 Code to tax the shareholders of “collapsible 
corporations” on an ordinary income basis, and with some refinements 
this provision is continued in the law today. The Code does not deny 
the uses of the “collapsible corporation's” device entirely but does 
restrict its uses to certain taxpayers and to certain situations. It is 
these situations and how the courts have dealt with them that J. 


Bruce Donaldson discusses in his article, which begins at page 777 


Mr Donaldson is an attorney in Detroit with the firm of Ray 
mond, Chirco & Fletcher. Prior to becoming associated with this 
firm, he was a Special Attorney, Trial, Chief Counsel’s Office, Internal 


Revenue Service, Chicago Region. 


Patents. When we use the word “patent,” we usually refer to a 
monopoly ; yet the word itself means “open.” To be correct, we should 
say that an inventor has “letters patent.” This means that an in 
ventor has received from the state the right to secure the enforcement 
power of the state in excluding unauthorized persons, for a specific 
number of years, from making commercial use of a clearly identified 


invention. 
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Patent protection for the inventor is bottomed on ethical grounds 

in the name of “justice” and of “natural right’—and also on the 
ground that the granting of the patent is in the public interest. Out 
of the conflict between these two theories, a patent system has grown 
in every country. The modern patent system can be traced to the 
grants of exclusive rights granted by kings to private inventors and 
innovators as far back as the fourteenth century. Several hundred 
years later, patents were widely used by German princes. In general, 
many of these provisions, however, served neither to reward inventors 
and protect innovators nor to exempt innovators from restrictive 
regulations. Neither did they promote the development of industry 
in general. They served to grant profitable monopoly rights to 


favorites of the court. 


On this continent, colonies at one time granted letters of patent 
for example, Massachusetts, in 16041, South Carolina enacted a general 
patent law in 1091. The Constitutional Assembly in 1791 passed a 
comprehensive patent law. About this time, other countries were 
enacting patent laws and establishing patent systems. In general, 
these laws were founded on four different legal philosophies about 
the nature of the inventor’s rights: France recognized a property 
right of the inventor in his invention from which he derived his right 
to obtain a patent; the American system stressed the inventor's legal 
right to a patent; the English recognized the monopoly character of 
a patent and regarded it, in theory, as:a grant of royal favor, but, 1n 
practice, permitted the inventor to receive a patent on his invention; 
the Austrian system did not recognize any right of the inventor to be 


protected, but granted the patent in the public interest. 


In a tree enterprise economy dedicated to competition, we have 


chosen to encourage individual monopoly in the form of patents, and 


~ 


almost three million of these have been issued. The article at page 


787 does not discuss or rationalize the legal theories of the paten: 
system, but rather it examines and rationalizes the tax effect of having 
such a system. Obtaining a patent is one problem. Marketing and 
merchandizing it is another; and doing it in such a way to minimize 
the income tax on the inventor is a third problem—and the one with 


which Ernest R. Mortenson’s article concerns itself. 


He is an attorney in Pasadena, and was formerly Special Assistant 
to the Attorney General, Tax Division, Washington, D. C., and Los 


Angeles District Counsel, Internal Revenue Service. 


The embezzler.-T'ax law applies to all included in the nursery 
rhyme, “Doctor, lawyer, merchant, chief, richman, poorman, beggar 
man, thief.’” Probably when it was drafted, it gave little thought to the 


thief. But if it didn’t apply to his ill-gotten gains, quite a sizable 
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chunk of money would go untaxed, when you consider that 60 per 


cent of our present population indulge in small-scale theft, lying and 
cheating. The psychologists claim that personal morality is acquired, 
not inborn. The embezzler responds to strong driving forces. He is 
moved by acquired motives which make him hunt for temptation. For 
instance, only 2 per cent of the embezzlers actually needed what they 
took. The embezzler creates tax problems for himself and for other 
people, and he creates problems other than the ones arising from the 


embezzlement. Suppose he gets soft-hearted and makes restitution. 


The tax consequences of this sort of situation is the subject of the 
article by Abraham H. Spilky and Paul Halprin. Mr. Spilky is a CPA 
in New York City, and Mr. Halprin is an attorney there. Their article 
begins at page 798. Maybe all your clients are honest, but since $300 
million is lost annually by business organizations due to employee 
thievery, you will be interested in being informed on this interesting 
tax problem. 


Selling endowment policies. situation has arisen in this area 
whereby the taxpayer finds the Tax Court pointing in one direction 
and the Court of Claims pointing in the opposite direction. The situa 
tion is this: If you own an endowment life insurance policy, a few 
days prior to its maturity you can sell that policy to another person 
and treat the profits over your cost as a capital gain. You can do this 
according to the direction of the Tax Court. The Court of Claims, 
however, holds that any profit on such a sale is ordinary income. In 
arguing both cases the government presented the same arguments. 
The Court of Claims accepted the government's argument that the 
interest earnings being credited to the policy during its life could not 
be converted into a capital gain by a sale, but there’s more to this 
story. It begins at page 803, written by Richard A. Wiley, who is a 
member of the Massachusetts bar. 


Good will. The tax problems growing out of good will, when it 
is involved in a sale or liquidation or transfer of a company, are 
always troublesome; and probably they are more so when the com 
pany is a personal service organization, such as an insurance agency. 
Charles W. Tye gives some pointers on this problem in the article 


beginning at page 805. 


He is an attorney with Joseph Froggatt & Co., Newark, New 


Jersey. 


Why, and how to tax. The article beginning at page 807 pro 
poses that all states adopt a uniform system of taxation of net income 
of corporations. This is a problem which becomes more acute as our 
economy grows, as more and more businesses sell across state lines. 
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It is a problem complicated by the fact that what is good for an indus- 
trial state might not be satisfactory to an agricultural state, and that 
the less prosperous will always offer inducements to industry to 
relocate. In stating the reasons why the goal of uniformity should be 
pursued, the article presents a good case, but how to establish uni- 
formity can, at best, be but an expression of hope. The author pro- 
poses that the countless factual situations involved in the subject of 
“doing business as a basis for income tax liability” be settled by a 
uniform statute in those states which do not have constitutional prohi- 
bitions against an income tax. John A. Wilkie admits that some of 
his proposals are blocked by current interpretations of the United 
States Constitution and, as an alternative to a uniform state law, he 
proposes that the federal corporate income tax be redistributed in 
part to the states in lieu of state income taxes. 


This article was a part of a Ph.D. thesis completed under the 


supervision of Professor Harold M. Groves of the University of 
Wisconsin. 


Mr. Wilkie lives in Madison, Wisconsin, and is a tax economist 


The foreign tax credit—American companies which do business 
in other countries have a responsibility to their shareholders to realize 
maximum profits from foreign corporations, but their responsibility 
to our country’s economic and political welfare should not be over- 
looked. These responsibilities must be reconciled to the extent that 
United States companies will not be accused of “economic rape” of 
the foreign countries. The dollar shortage has often resulted in re 
strictions on the sending of profits back to the United States in the 
form of dividends. However, the need for American “know how” 
in foreign countries opens the way to make payments for these services 
in the form of royalties and fees. These fees are allowed as a deduction 
on the payer’s foreign income tax return. As a result, some American 
parent companies have attempted to withdraw a sizable portion of earnings 
from their foreign subsidiaries via the royalty or technical assistance 
fee route 


This situation was discussed by Wallace R. Baker and John F. 
Creed in our May, 1958 issue at page 329. However, there are differ 
ences of opinion as to the Section 902(d) computation and there ap 
pears to be no one method which can be called correct. Andrew W 
Brainerd discussed his ideas with Mr. Baker, and he and Victor C 
White then joined in writing their views, which begin at page 821 
In connection with their article, you should also read the one at page 


) 


825, written by Howard P. Swanson. 


Mr. Brainerd and his coauthor are Chicago attorneys. Mr. Swan- 


son, an attorney, is a corporate tax executive in New York. 


In This Issue 





TAX-WISE NEWS 


W HEN THE TAX COURT released its 
opinion last year in Joseph R. Holsey, CCH Dee. 22,552, 28 TC 
962, it stirred quite a protest. Taxpayers will be happy to know 
that the Third Circuit has reversed the Tax Court. 


Holsey had an option on the second shareholder's stock. 
The company involved was an automobile agency, and the auto 
mobile manufacturer was unhappy about the fact that the second 
shareholder was a corporation handling another automobile. In 
order to eliminate the undesirable shareholder, it was decided 
that it be bought out. Holsey transferred his option on the se 
ond shareholder's stock to the corporation, which promptly exer 
cised the option and bought the second shareholder’s stock. This 
left Holsey as the only stockholder. The Tax Court held: 


“The payment was intended to secure and did secure for 
petitioner exactly what it was always intended he should get if 
he made the payment personally, namely, all the stock in J. R. 
Holsey Sales Co. Clearly the net effect of the transaction was the 


distribution of a dividend to petitioner.” 


The Tax Court took the position that the “net effect” of the 
transaction was a dividend to the remaining shareholder as 
though the remaining shareholder had purchased the stock, 
declared himself a dividend in the amount necessary to pay for 
the stock and then transferred the funds to the selling shareholder. 


This would mean that any action which is undertaken by a 
corporation for the shareholder’s benefit constitutes a dividend 
to the shareholder. The corporate purpose of the Holsey transac 
tion was the removal of a shareholder in accordance with the 
desire of the automobile manufacturer. It was not a corporate 
purpose to see to it that it have but one stockholder. 


The Third Circuit wasn’t too interested in the reason for the 
stock redemption. The Third Circuit says a dividend is a dis 
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tribution by a corporation to its shareholders. A taxpayer may be 
benefited indirectly, the value of his own stock may be increased 

but this does not create taxable income. To hold otherwise 
‘would tax a man on the increase in the value of his property 
simply because it increased in value.—Holsey v. Commissioner, 
58-2 ustc ff 9816 (CA-3). 


lr YOU LIQUIDATE a corporation which 
has maintained a reserve for bad debts and in the liquidation, 
accounts receivable go at face value, how do you treat the reserve 
for bad debts? 


The reserve for bad debt will be ordinary income to the 
corporation in its final income tax return. The need for the 
reserve ceases when the corporation disposed of the accounts 


receivable. See Rev. Rul. 57-482, 1957-2 CB 49. 


Pinar REGULATIONS in installment ac- 
counting for sales of real and personal property have been 
adopted. They are essentially the same as the proposed regula- 
tions issued earlier this year. 


Uxper the New York debtor-creditor law, 


the rights of creditors to reach property transferred by a debtor 


without fair consideration depend on the debtor’s insolvency at 
the time the conveyance is made. The insurance involved in this 
estate case goes directly to the beneficiaries, and they are not 
liable as transferees. This follows the United States Supreme 
Court decision in Stern (58-1 ustc § 9594). That case, you may 
remember, held that the recovery of unpaid federal income taxes 
from the beneficiary in the absence of a lien against the insured 
decedent can be sustained only to the extent that the state law 
imposes such a liability in favor of the creditors of the insured. 
United States savings bonds held in co-ownership likewise pass 
to the co-owner. The transfer is not in fraud of creditors under 
New York law and the co-owner is not liable as a transferee of 
the redemption value of the bonds.—Fstate of Harry Schneider, 
CCH Dee. 22,857, 29 TC —, No. 100, and Molly Schneider, CCH 
Dec. 23,103, 30 TC —, No. 96. 


‘ 
SUITS to restrain assessment and collection 
may not be enjoined. Rosner v. McGinnes, 58-2 ustce § 9814 (DC 


Fa.) 


Tax-Wise News 





Tus TAXPAYER was a sole proprietor 
who engaged an attorney and an accountant to represent him in 
the matter of proposed deficiencies. A settlement was reached. 
The Commissioner held that the legal fees and the interest were 
not allowable as business deductions. The Tax Court held that 
both the interest and legal fees were business deductions. The 
Tax Court has been affirmed by the Fourth Circuit, which points 
out that legal fees collected for the purpose of retaining the 
earnings of a business are as directly connected with the business 
as legal. fees paid to secure such earnings.—Commissioner Uv. 
Standing, 58-2 ustc § 9835 (CA-4). 


ry 

[ HE PREMIUMS PAID on an _ income- 
protector policy are not always deductible as a business expense. 
Whether or not premiums paid on insurance policies are deduct- 
ible depends on the terms of the policy. The premiums on an 
insurance policy which would reimburse the taxpayer for certain 
business-overhead expenses which would be incurred during a 
long period of disability would be deductible. (See Code Section 
162.) However, the premiums paid on a policy of personal dis- 
ability insurance, which would replace income lost because of 
the loss of the use of a portion of the body, are not business 
expenses.—Rey. Rul. 58-480. 


- 

Tur EXPENSE of maintaining a mentally 
retarded child, on the advice of a physician, at an institution 
which cares for such cases is a deductible medical expense. 
Rev. Rul. 58-481. 


Tue SERVICE has released its explanation 
of the new retailers tax on luggage and on life memberships in 
social, athletic and sporting clubs . . . the Service has also ruled 
that a self-propelled mobile home is taxable . . . a three-wheel 
motor vehicle is taxable as an automobile . . . a 24-cup coffee 
urn is taxable as a household-type appliance, but an electric floor 
polisher weighing over 30 pounds is not . . . a club member 
who is not required to pay dues because of services he performs 
for the club can’t work the tax out with the Service. 


ran 
l HIS DECISION illustrates the oft-quoted 
Tax accounting is not the same as other accounting and 


(Continued on page 832) 
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Collapsible Corporations 


By J. BRUCE DONALDSON 


This is a chronology of recent developments 

in case law affecting the collapsible corporation and an analysis 
of the current status of Code Section 341, which applies 

to this tax-avoiding device. The author discusses this section 

as amended by the recently enacted Technical Amendments Act. 


N THE 
lapsible c 
ination, simplicity in 
achieved result mark it as such 


AREA of tax avoidance the col 


rporation is a classic; imag- 
form, and beauty in 
he 


ury’s legislative answer is grotesque. 


Treas 


ce lapsible cor- 


evolution, 
multiplied by 


Dynamic in 


poration usage geometric 


progression. The existing Internal Revenue 
Code of 1939 could not, compartmentally, 
with the device With commendable 
speed the Treasury climbed 


Hill to obtain preventative legislation 


cope 
Congressional 
117(m) of the 1939 Code and its 

Section 341, Internal 
1954, have generated in 


Section 
present Successor, 


Revenue Code ot 





'Section 212(a) 
Sec. 117(m) to the 1939 Code to deal with the 
collapsible corporation. Coverage of Sec, 117(m) 
was expanded by the Revenue Act of 1951 

? Some, but not all. of the articles and papers 
are these: Altman, ‘‘Collapsible Corporations,”’ 
28 TAXES 1013 (1950); DeWind, ‘‘Collapsible 
Corporations Under the Revenue Act of 1950,” 
1951 Southern California Tax Institute, p. 583; 
MacLean, ‘“‘Collapsible Corporations—The Stat- 
ute and Regulations,’’ 67 Harvard Law Revieu 
55 (1953): Weyher and Bolton, ‘‘Collapsible Cor- 
porations As Affected by the 1954 Code—Inven- 
tory and Unrealized Receivables,"’ Proceedings 
of New York University Thirteenth Annual In- 
stitute on Federal Taxation (1955), p. 657; 
DeWind and Anthoine, “Collapsible Corpora 


Collapsible Corporations 


Zevenue Act of 1950, added 


tense interest—some from those seeking to 
the outer perimeter of coverage 
f further avoidance. More 
faced with a 

import for 


determine 
tor the purpose « 
important, however, business— 
statutory provision which had 
such important subject matter as corporate 
distributions, liquidations and sales or ex 
demanded The 
response of the tax bar includes some of the 
incisive analysis and comprehensive 
writing in tax literature.2 Unfortunately, 
due to the nature of the statute, more prob 


lems were found than answers 


change of stock answers. 


most 


Major developments of case law,’ ruling 


and legislative nature have occurred 


since 


Review 475 (1956): 
and Pitfalls in Col- 
Partnerships," 34 


Columbia Law 
Axelrad, “‘Tax Advantages 
lapsible Corporations and 
TAxXes 843 (1956) 

The decided discussed in 
involve years to which 1939 Code 
was applicable As yet, no case 
cided under 1954 Code Sec. 341 
language which is interpreted in these 
substantially identical to the current 
section, the portions of the regulations 
receive case attention are similar or 
to the present regulations, therefore, 
further cross referencing between the new and 
old Code sections, this article proceeds on the 
premise that the decisions have direct precedent 
effect upon Sec. 341 


tions,’ 56 


article 
See. 117(m) 
has been de- 
The statutory 


this 


cases 


cases 1S 
Code 
which 
identical 
without 
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Mr. Donaldson is an associate 
in the law firm of Raymond, Chirco 
& Fletcher, Detroit, Michigan. 


enactment of the statutory provision. Some 
of the problems pointed up with reference 
to the section have been resolved; in other 
areas the absence of attention by the Com- 
missioner and the courts tends to cast doubt 
upon the practical significance of the prob- 
lem and, of new problems have 
emerged. Excellent and exhaustive treat- 
ment of the entire section is already available; 
this article, therefore, is not comprehensive 
but considers only those areas where clarifying 
or disturbing developments have occurred 


course, 


Structure of Statute 


Section 341 consists of five paragraphs; 
the last paragraph, (e), was added by Sec- 
tion 20 of the Technical Amendments Bill 
of 1958. Each paragraph is an interdepend- 
ent component of one statutory whole. In 
general, the pattern of the statute proceeds 
by proscribing the definition of a collapsible 
corporation and a presumption in certain 
cases; in paragraph (a), the operation of 
the section is provided. Three limitations 
and restrict operation of 
the provision. 

Spreading out over six full pages of the 
Code and defying uninterrupted reading, the 
short to 
although the technical 
many, more 


one excepti yn 


nevertheless too 

task for, 
intricacies of the 
perplexing are the problems emerging upon 
application of the section, and for which 
no specific answer is provided. 


section is 
with its 


cope 


section are 


Definition of ‘‘Collapsible Corporation” 


Section 341(b) defines a collapsible cor 
poration as one “formed or availed of prin 
cipally for the manufacture, construction, 
or production of property” or for the pur- 
chase of Section 341 with a view 
to realization by its shareholders of the gain 
attributable to the property through liquida 
tion, sale of stock, or distribution, before 
realization by the corporation of a substan- 
tial part of the taxable income to be derived 
from the property. Also included are cor- 
porations “formed or availed of” for the 
holding of stock in a collapsible corporation 


assets, 


The definition is deceptively clear. Un 
derneath this clarity are difficult problems 





©CCH Dec. 22,352, 28 TC 246, aff'd, 58-1 ust 
{ 9379, 253 F. (2d) 765 (CA-4), 
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of semantics, grammatical construction and 
interpretation which appear upon attempted 
application. 

In light of the historical development of 
Section 341 and the committee reports, it 
had been suggested that the section had 
application only to a temporary corporation. 
It is true that the collapsible corporation, in 
prototype, was utilized to accomplish a 
single project, after which it was collapsed 
by means of liquidation or disposition of its 
stock. The name itself implies as much 
However, the general opinion appears to 
have been that the legislation was wider in 
application than the avoidance device which 
inspired it. This has been confirmed. At 
least two have been decided 
specifically deal with contentions along this 
line. Raymond G. Burge* and 
Arthur Glickman® adopted the position that 
Congress, in the enactment of inhibiting 
legislation, sought not only to prevent 
collapsible corporations of the type then 
in vogue, but to provide an answer to the 
entire problem. Moreover, the Tax Court, 
in the Burge decision, quoting the United 
States Supreme Court in Barr v. U. S., 324 
U. S. 83, stated that where “Congress has 
made a choice of language which fairly 
brings a given situation within a statute, it 
is unimportant that the particular applica 
tion may not have been contemplated by 
the legislators.” 


cases which 


Decisions in 


One of the most disturbing developments 


to take place with reference to the definition 


of a collapsible corporation is that which 
might be called “perpetual collapsible status 

In Arthur Glickman, a 
poration 
under 


construction cor 
developed an apartment 
FHA financing at an 
than the available mortgage 
tribution of 
made 


project 
amount less 
funds. A dis 
funds 
hortly prior to final project comple 


excess mortgage was 
tion. Thereafter, competition in the form of 
a nearby project developed which, according 
to the record, prompted the corporation's 
stockholders to sell their stock eight months 
after its project’s completion. The Tax 
Court determined that the collapsible cor 
poration definition had been met as at the 
time of distribution of the mortgage funds; 
once the assumed collapsible 
Status that status continued, with the result 
that the subsequent sale was a sale of stock 
in a collapsible corporation. The decision 
cited Raymond G. Burge as authority and, 
although careful analysis of its facts sup 
ports its citation, the Glickman case repre 
sents the first expounded holding on the point 


corp. ration 


5° CCH Dee. 22,465(M), 16 TCM 432, aff'd, 58-2 
uste © 9598 (CA-2) 
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We know that we are no longer living 
in a ‘‘new'’ world; we are rather 
living in a part of the whole world 
—and our fortunes are intimately 
related to the fortunes 

of our neighbors overseas—on every 
continent.—Dwight D. Eisenhower. 


On appeal, the United States Court of 
Appeals for the Second Circuit,® approved 
this construction of the definition, stating 

“The statute contains no provisions re- 
lieving a corporation from its ‘collapsible’ 
once an event has occurred which 
brings it within that definition.” 


Status 


interpretation is, 

Immediately, the 
How after assuming 
collapsible status, dé mtinue, 
what 


The impact of such an 


ot course, great serious 


question arises long, 
vs that status ¢ 
combination of 


the tainted 


event o1 events 
purge 


opinion in the 


and 
Is necessary to corpora 
Glickman case, 
that 
a substantial part 
vurt Should 

[the sec- 
This dictum ap 


tion? In its 
the court of 
“the 

of the 
have no difficulty in holding 
tion] inapplicable ‘ 

pears to oversimplify 
the statute 
ports a holding that a collapsible corporation, 


appeals indicates when 


corporation realizes 


[ taxable ] income, ac 


\ careful reading of 
reveals no language which sup- 
is relieved of that 
status by subsequent substantial realization.’ 


once within the definition, 


that a 
ould, as 


It is possible, tl 


tion once collapsible w 


eretore, corpora 
long as it 
continued to operate and produce or put 

* Case cited at footnote 5 

‘Under the statutory language, 
corporation’’ means ‘‘a corporation availed 
of principally for [collapsible activity] with a 
view to [collapse] before the realization by 
the corporation of a substantial part of 
the taxable income to be derived from such 
property No wording is contained which 
lifts the collapsible character from the corpora- 
tion within the definition Sub- 
stantial realization after satisfaction of the 
definition would be important in bringing the 
limitation under Sec. 341(d)(2), the *'70-30"" rule 
into application 

*A foreign corporation. in general, does not 
incur income subject to United States tax and, 
therefore, seldom, if ever, would a foreign cor- 
poration realize a substantial part of the ‘‘tax- 
able income’’ from its produced or purchased 
properties. Thus, other conditions of the col- 
lapsible corporation definition being present, a 
foreign corporation would always be collapsible 
Revenue Ruling 56-104, 1956-1 CB 178, states the 
position of the Internal Revenue Service, ruling 
that a corporation, the capital stock of which is 
owned by a United States citizen, which is 
formed and operated in a foreign country and 
has realized substantially all of the income to 


“collapsible 


once it 1s 


Collapsible Corporations 


chase assets within the subject matter of the 
definition, continue to remain collapsible 
While this may appear theoretical nonsense, 
it seems entirely consistent with the statu- 
tory language. 

rather difficulties with re- 
spect to foreign corporations* and holding 
companies * appear to have been cured, in 
large measure at least, by promulgated 
rulings. Since the problems are narrow 
in scope, however, these developments are 
dealt with in footnote. 


Two serious 


“Principally.”"—A collapsible corporation, 
under the definition, is one: 


formed or availed of principally for 
the ? production of property for] 
the purchase of . [Section 341 assets] 
with a view to— 
, exchange ora 
distribution to its shareholders, before the 
realization by 
substantial 


the sale or 


the corporation . of a 
part of the taxable income to 
such property 
Considerable comment” has revolved around 
whether 


be derived from 
“principally” modifies “for the 
production” or 
“with a 
of this grammatical 


“purchase” of collapsible as 
importance 
that an 
interpretation that principally modifies with 
a view to would that the 
tax avoidance other 
purposes before the corporation is consid- 
On the modi 
fication of the phraseology 
production” or 
would 


sets or view to.” The 


controversy 1s 
seem to require 
purpose outweigh all 
other hand, 
“for the 
“purchase” of collapsible assets 
that such constitute 
€ principal corporation activity 


ered collapsible. 


require activity 


‘ 
t 


be derived from its property prior to its liquida- 
tion or sale of its stock, is not a collapsible 
corporation. The ruling finds a convenient way 
around the literal language of the definition by 
simply ignoring such language Nevertheless 
as a practical matter, since the ruling requires 
substantial realization at the corporate level, 
usage of a collapsible foreign corporation is 
inhibited 

*Under the definition, it will be recalled, a 
corporation is collapsible which is formed or 
availed of to hold stock in a collapsible corpora- 
tion This collapsible status continues until, 
at the subsidiary level, a substantial part of 
the taxable income with respect to the col- 
lapsible property is realized Technically, the 
collapsible parent, in spite of a disposition of 
the subsidiary’s stock to which Sec. 341 applied, 
would continue to be defined as a collapsible 
corporation and double application of Sec. 341 
could result. The problem is simply disposed 
of by Rev. Rul. 56-50, 1956-1 CB 174; the ruling 
rejects double application of Sec. 341 as an un- 
intended penalty 

” See articles 
(“‘principally”’ 
McLean 
ete”"), 


cited at 
modifies ‘‘with a 
(modifies ‘‘manufacture, 
also Axelrad) 


footnote 2 (DeWind 
view to’’), 


construction, 
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This is your government by law 
but it becomes your government in 
fact only to the extent that you 
personally involve yourself 

in running it.—Rocco C. Siciliano, 
Special Assistant to the President. 


The regulations give no indication of the 
proper construction. Instead, they ignore the 
effect of the adverb under either construction. 


\ definitive answer to this question has 
been provided. Three cases have been de- 
cided which hold that principally modifies 
the phraseology “for the . . . construction” 
or “purchase” of collapsible-type assets— 
Raymond G. Burge," Edward Weil” 
Arthur Glickman.” 


and 


“With a view to.”—One of thie 
dificult areas of construction 
collapsible corporation definition is what 
interpretation to give the phrase “with a 
The view requirement is, of 
a subjective standard, so that—at 
the very least—there is present the problem 
inherent in ascertaining corporate intention. 
This problem, however, is compounded by 
a complete divergence of views as to the 
nature of the required intention and as to 
when such intention must be formulated. 


most 
under the 


view to.” 
course, 


Commentators generally considered that 
the phrase should be interpreted as requir- 
ing that, prior to the production or purchase 
of the collapsible property, there exist a 
“view to” collapsing the corporation before 
realization by the corporation of a substan- 
tial part of the income from the property. 
“With a would seem to imply 
looking forward to, in time. 


view to” 


The regulations * on the subject took a 
radically different tack: 

“Under section 341(b)(1) the corporation 
must be formed or availed of with a view 
to the action therein described, that is, the 
sale or exchange of its stock by its share- 
holders, or a distribution to them prior to 
the realization by the corporation manu- 
facturing, constructing, producing, or pur- 
chasing the property of a substantial part 
of the taxable income to be derived from 
such property, and the realization by the 
shareholders of gain attributable to such 
property The requirement is satisfied 


whether such action was contemplated, un- 
conditionally, conditionally, or as a recog- 
nized possibility. 


“A corporation is formed or availed of 
with a view to the action described in sec- 
tion 341(b) if the requisite view existed at 
any time during the manufacture, produc- 
tion, construction, or purchase referred to 
in that section.” 


Of major significance are two factors: 
Under these regulations, the requisite view 
is present where the collapse “action is con- 
templated, unconditionally, conditionally, or 
as a recognized possibility.” Also, the 
requirement is met where such view is 
formed at any time prior to completion of 
product or purchase of the collapsible property 


The proper interpretation and application 
of the much 
litigated 


requirement has been 


The first definitive case to deal with the 
problem was that of Edward Weil.” There, 
the portion of the regulation which provides 
that the requisite may be formulated 
time during the activity of produc- 
purchase was challenged. It 
contended that the intention 
the time of formation of the c 
at the latest, 
production or 


view 
at any 
tion or was 
must exist at 
wporation or, 
embarking upon the 
purchase. The Tax Court 
rejected the contention as unduly 
of the statute and Sp cifically approved the 
portion of the regulation involved. More 
over, the Tax Court strengthened the Com 
missioner’s holding that “the 
construction’ 
regulation [should be 
effect—that is to treat 
all periods until comple 
construction and not 
This construction is 


before 


restrictive 


position by 
words ‘at the time of 
when used in the 
given] fullest 
them as including 


tion of 


their 


something 
embedded 
a series of subsequent 


. ° 
less now 
in the case law by 


‘ i 
decisions 


Extension of the Tax Court position took 
place in a recent case, Elisabeth M. August.” 
Factually, in that case, more than a full 
had completion of 
construction of the collapsible property and 


year elapsed between 
the distribution of excess, FH A-insured mort 
funds. It that postcon- 
struction motives promy ted the distribution. 
The opinion of the Tax Court states: 


gage was argued 


“ 


Regulations [provide] ‘if the 


distribution is attributable solely to circum- 





™ Cited at footnote 4. 

CCH Dec. 22,472, 28 TC 809 (1957), 
58-1 ustc { 9357, 252 F. (2d) 805 (CA-2). 

3 Cited at footnote 5. 

% Regs. Sec. 1.341-2. 
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By working together, by sharing 

in a common effort, men of 
different minds and tempers, even 
if they do not reach agreement, 
acquire understanding and thereby 
tolerance of their differences. 
—Felix Frankfurter. 


atter the 


(other 


Stances which arose con- 


than circumstances 


which reasonably could be anticipated . . .) 


struction 


ai: Krom the parenthetical clause of 
the provision quoted, it appears, however, 
that the requirement of the 
fied if the distribution 


statute 1s Satis- 
attributable to 
‘circumstances which reasorably could be 


Was 


anticipated at the time 


may also be 
Leland D 


Support for this 
found in Carl B 


Payne 
When the 

appeals lk vel, the 

mati V hie Fo 


extension 


Rechner 


and 


question reached the court 


situation became 


irth Cireuit, in Burge 


Commiusstoner,” indicated disapproval 
Commissioner's regulation 
the “with a w to” 


the basis 


with respec 

requirement not on 
that regulation expanded the 
verage of the section, but on 
that the 


stricted application of the section 


definitional ce 
unduly re 

In Glick 
Second Circuit, 


the basis regulation 
mmusstoner,” the 
Fourth Circuit's 


adopte dsthe 


man 7 


citine the with 


approval 


position 
position that “it 1s 
[ the 


m is ‘availed of’ and “the cor 


sufficient that view] exist whe 


the corporat! 


poration may at any time during its corpo 


rate lite be ‘availed of’ for the proscribed 


purpose” regardless of the relation of the 


time of completion of the collapsibk 


to the 


asset 
time of existence of the view 


Sidney,” the Tax Cour 


this 


Recently, in Rose 


apparently accepted construction 


light of highet precede nt 


Collapsible property.—Of course, not all 


property of a 
ambit of the 


corporation is within the 


collapsible corporation defini 
Collapsible property includes all prop 


which the corporation has manufactured, 


tion 
erty 
constructed or produced and all purchased 
Section 341 
latter category consists of property held for 
than which 


assets which are assets. The 


less three years, consists gen 
*® CCH Dec. 22,957, 30 TC 
”% CCH Dec. 23,132, 30 TC 
* Cited at footnote 4 


** Cited at footnote 5 


. No. 17 (1958) 
, No. 111 (1958) 


Collapsible Corporations 


erally of (1) inventory or stock in trade, 
(2) property held primarily for 
customers, (3) unrealized receivables or fees 
Section 341 and (4) 


depreciable property and real property used 


sale to 


from sales of assets 
in business (except, if used, manufacture as- 
sets falling in categories (1) and (2)), and 


timber, coal, livestock and unharvested crops 


It is important to note that there is no 
limitation on the kinds of property 
are subject to the definition by 
the words “manufactured, constructed, or 
produced,” 
into the 
where a corporation acts in any oO! the three 
specified ways upon the property. It is this 
that interpretation of what is 


encompassed in the 


which 
reason of 


that is, It is unimportant to 


nature of the property 


inquire 


tact makes 


phrase “manufactured, 
constructed, or produced” so important 


The decision of the Tax Court in J. D 


{ 


Lhbott 


‘construction 


rule that “the term 
tended to have the 
roadest scop * In that case, the 


hat subdivision ot 


enunciates the 


Was iW 


treets and sewers, 


1 
] 
I 


val approval and secur 


' 
' 
rough FHA commitments 
ming raw land 
retore, were 
t necessary 
rporation c% tl the proj 
ect from beginning to end, so thi he early 
ps standing alone 


n Leland ID. Pavn 


reaffirmed 


Apparently, 
climate ot the 


poration activity 


be considered 


rase “manufactured, ¢ 


Moreover, the s¢ 


mstructed o1 
preliminary ac 


whether integrated steps looking 


ward more complete activity or standing 


e, May create collapsible status where 


other aspects ot the definition are present 


Substantial realization. Phe 


corporation definition re 


collapsible 
quires that collapse 


take place before corporate realization of 


a substantial par oh income to be de- 


rived from the pr manutactured, con- 


structed, produce iased aS 2 


preliminary to the appl of the sub 


stantial-realization necessary to 


determine what cor tut the relevant 


property to which the test is to be applied 


30 TC . No. 122 (1958) 


2 CCH Dec. 23,1 
22 (1957), aff'd, 


17 
CCH Dec. 22,471, 28 TC 795 
58-2 uste © 9753 (CA-3) 
** Cited at footnote 19 
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The regulations provide that reference should 
be made to each separate property con- 
structed, manufactured, produced or pur- 
chased as to which the subjective view to 
collapse existed. This separate-property ap- 
proach is modified where an integrated 
project is involved: “Where such 
property is a unit of an integrated project 
involving several properties similar in kind 

the determination shall be made by 
reference to the aggregate of the properties 
constituting the single project.” (Regula 
tions Section 1.341-2(a)(4).) 


Under the regulations, therefore, each 
separate property or integrated project is 
tested separately to determine whether sub- 
stantial realization as to that property has 
occurred. In effect, it is the position of the 
regulations that so long as one separate 
asset does not meet the substantial realiza- 
tion test, the corporation remains within the 
collapsible corporation definition. 


After focusing on the appropriate prop 
erty, the next step is to compute the total 
income to be derived from the property. 
A comparison is then made of the realiza- 
tion at the corporate level to determine if 
it is substantial in reference to the total 
income to be derived from the property. 
The method of computation urged by most 
commentators,” and apparently accepted in- 
formally by the Internal Revenue Service, 
add together (1) the income which 
has occurred from the property in the cor- 
poration and (2) the amount of gain which 
would be realized upon a sale of the prop- 
at the date of collapse. Recently, this 
approach received judicial approval and ap- 
plication (Levenson v. U. S.™) 


is to 


erty 


to the statutory language, how 
that, in order to 
whether substantial realization has occurred, 
comparison is to be made between what the 


realized and what it 


Reference 


suggests determine 


ever, 


property has already 
would realize had the corporation not been 
collapsed. This approach differs from that 
accepted by the Internal Revenue Service 
and adopted in the Levenson case in that it 
would require a projection, over the eco 
nomic life of the expenses 
and expected income of the property. In 
spite of the almost-overwhelming difficulties 
Tax Court has indi- 
cated it is the Each of the 
cases—Leland D. Payne™ and Rose Sidney™ 
apart- 


assets, of the 


of this approach, the 
proper one. 


-presented the same question. An 


ment project, financed by FHA insured 
mortgage, was constructed for less than the 
mortgage fund. Some income was realized 
in the first years after construction; pros- 
pects indicated, because of high depreciation 
and interest charges, that no income would 
be realized for a substantial period there- 
after. It was contended that a substantial 
part of the income with reference to the 
property had been realized. The Tax Court 
stated the test as follows: 

“In determining what is ‘a substantial part 
of the income to be derived from such 
property’ we must consider the relationship 
between the income realized by the 
corporation prior to the distributions and 
the whole of the income which may 
reasonably be anticipated to be 
from such property 7 


derived 


In application of the stated test, the Tax 
Court held that evidence of early income 
experience “does not provide a fair sampling 
of corporate income expectations.” 
It is suggested that this projection of ex 
pected income approach, if appropriate at 
all, is only proper in the instance where the 
collapsible corporation in fact 
continue to operate the subje ct property tor 
income-production purposes 


expects to 


\ third approach to the substantial-reali 
zation test is found in the recent opinion of 
the Third Circuit in Abbott z 
There the court of appeals, in discussing 
proper application of the test, stated: “The 
real question posed by the statute, however, 
is not whether a substantial part of the total 
profit was realized prior to dissolution, but 
rather whether that part of the total profit 
realized 


Commissioner.” 


was substantial.” 
Under such a construction, the substantial 
realization test would not be satisfied unless 
all but an insubstantial portion of the taxable 
income is realized at the corporate 
Such an interpretation appear to 
comport with the statutory language 


after dissolution 


level. 
at es not 


Thus, there are at least three separate 
directions from which the substantial-reali 
zation test may be approached. Application 
of the various approaches creates differing 
results under the same facts. Precedent 
exists supporting each. 

Interrelated with determination of the 
relevant property to which the substantial 
realization test must be applied, and_ its 
attendant “unit or project” rule, is a similar 


question. After locating and focusing upon 





2% See DeWind, DeWind and Anthoine, and 
Axelrad, articles cited at footnote 2 
2658-1 ustc 9 9157, 157 F. Supp. 244 (DC Ala.). 


2“ Cited at footnote 19 
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the appropriate unit of property, must sub 
stantial realization entire 
potential income inchoate in that property 
or is it sufficient that a substantial part oi 
the income potential arise out of the ac- 
tivity of manufacture, construction, produc- 
tion or purchase? For example, Corporation 


occur as to the 


“A” acquires raw acreage and, after sev 
eral years, sharp appreciation in the land 
The corporation then subdivides, 
improves, and constructs residential units 
on, the lots. At fair value the entire project 
promises profit of $100,000 over 


occurs 


cost; of 
this profit, one half represents appreciation 
in the land and the balance is allocable to 
subdivision and construction activity. The 
decision of the Tax Court, in HW’. H. Weaver,” 
indicated that the property about which 
Section 341 concerns itself is the constructed 
property, that is, the without the 
Therefore, only a substantial part of 
the income to be derived from the homes 
Although the decisions do not 
holdings, the cases of Ra 
Elizabeth M. August * and 
adopt this approach 


houses 


land 


required 
cleat 
Burge,* 
Payne 


represent 
mond G 
Leland D 


Chis interpretation is in conformance wit] 


the policy considerations behind Section 3 
The statutory 


conclusion; “before the 


also 


realization 


wording supports 


a substantial part of the taxable income 
be derived fr *" Sucl 


ertv’” grammatically 


manufactured, 


pure hased 


What percentage of realization at 


porate level constitutes “substantia 


the intendment ot the section 1s 
Thus lar, the Se 


promulgated position. The Le 


ently cleat 


holds that « realization 


50 per cent is 


rporat 
orpo 
porate 


vriters also take tl sition 


Presumption 
in Certain Cases 
341(c) 


conditions exist at the 


Section provides that tf certain 


time of distribution, 


liquidation or sale of stock by the share 


holders, ae 


ble, unless shown to the contrary 


rporation is presumed collapst 
In general, 
the conditions provide that the corporation's 

1067 
21.57%. 23 TC 


(1956) See 
1058 


CCH Dec. 21,576, 25 TC 
Thomas Wilson, CCH Dee 
(1956) to the same effect 

Cited at footnote 4 

Cited at footnote 17 

‘Cited at footnote 19 

Cited at footnote 26 


Collapsible Corporations 


Section 341 assets must exceed in fai 
market value (1) 50 per cent of the value 
of all and (2) 120 per cent of the 
adjusted basis of the Section 341 assets 
This entirely 
1954 Code. No developments have occurred 
which give illustration of its application or 
indication of what practical significance the 
provision will have in administering of the 


assets 


provision is new in the 


Statute 


Operation of Section 


Assuming a corporation comes within the 
orbit of definition of a collapsible corpora- 
tion, Section 341(a) provides that the gain 
from (1) exchange of stock, (2) 
distribution in partial or complete liquida- 


sale or 


exchange, 
treated, to 
stock, in 
the same manner as a gain from the sale 


tion which is treated as a sale or 
distribution which is 
the extent it exceeds the basis of 


or (3) a 


or exchange of property shall be treated as 
gain from the sale or exchange of noncapital 


assets 


tic 


Since (a) carries the taxing 
341, that Section 341 


but tor 1ts provisions, 


subsec 


impact of Section 


operates only where, 


the gain realized on 


€ ( lapse would be con- 
1 


Thus, the 


not apply re the 


sidered long-term capital 


section does gain 1s 


it 
1t 


312(b)* 


distribution is treated 


nonrecognized 1¢ ter! nor does 
where, > of Section 
312(4),* 


asa div idend 


apply 


rr Section 


In Raymond G. Burge™ the argument w: 
1954 Code 


intended to covet 


: 117(m) under 


advanced that enactment of 
tion 312(j) was 
which existed in $ 


1939 Code 


tion 
Section 312(j) provides that, 


urpose of determining earnings and profits, 


increase is made to the extent that the 
guaranteed 


states 


made, 
United 
adjusted basis of the property 


amount of a loan 


sured by the exceeds 
Resta TI Tint od 41 
poration he effect of the 


course, is that any distribution 
is a dividend. The Burge ce: 
that the 117(m) 


sufficient to reach such a distribution 


then-existing Section 


1 


It appears certain that where Section 


312(j) applies, the present Section 341 


does not 


“See DeWind, DeWind and Anthoine 
Axelrad, articles cited at foot.;ote 2 
Section 312(b) relates to corporate distribu 
tion in kind of inventory or unrealized 
ables 
* Section 312(j) deals with treatment accorded 
distributions having a 
sured financing 
* Cited at footnote 4 


recel\ 


source in 


federally in 
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Limitations on Application of Section 


Limitations on the operation of Section 
341 are contained in subsection (d). There 
are three such limitations, each of which 
functions independently of the others. 


\ corporation is not disqualified from the 
definition of collapsible corporation by virtue 
of application of one of the subsection (d) 
limitations; subsection (d) and 
limits the operative taxing provision 
of Section 341, namely, subsection (a). 


acts on 
only 


Percentage of ownership limitation.—T he 
first limitation, contained in subsection (d)(1), 
exempts from the operation of Section 341 
stockholders owning, directly or indirectly, 
than 5 per cent of the stock of the 
corporation. This limitation virtually eli 
widely held corporations from the 


less 


minates 
orbit of the collapsible provisions. 


If, at any time after commencement of 
the collapsible activity, the ownership re- 
quirement is present, the limitation does not 
apply. Complex rules of constructive owner- 
ship are provided. An application of the 
effect of the broad 
ownership rules under this limitation is 
illustrated in Butler v. Patterson.“ 
individual owning 5 per cent of a corpora- 
tion’s stock was found without the percent 
age limitation—l0 per cent, under the 1939 
Code—by reason of a partnership relation- 


far-reaching indirect 


There an 


ship with a partner who owned 5 per cent 
} I 


directly and 6% per cent constructively 
Double application of constructive owner 
ship is not, under the peculiar language ot 


the limitation, restricted.” 
“70-30” rule-—Subsection (d)(2) provides 


that Section 341 


recognized on collapse of a corporation un 


does not apply to gain 


less more than 70 per cent of such gain 


is attributable to the property so manufac 
tured, constructed, produced or purchased. 
“70-30” rule 


his is the so-called 


Where the limitation applies, the 
gain enjoys the benefit of capital gain treat 
ment. Where it does not, the entire gain is 


entire 


treated as ordinary. 


Serious classification problems arise in 


applying this limitation; determination must 


” 57-1 uste § 9459, 148 F. Supp. 197 (DC Ala.) 

" The factual situation in Butler v. Patterson 
was as follows Butler owned stock in a col 
lapsible corporation equal to 5 per cent in value 
of the total outstanding stock; Butler and one, 
Cobb, were partners: Cobb owned a 5 per cent 
stock interest in the same corporation and 
Cobb's brother owned a 674 per cent interest 
Under 1939 Code Sec. 117(m), applicable to the 
year in issue, the percentage of ownership 
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be made of the relevant unit of property and 
consideration must be given to the effect of 
corporate realization as to a specific prop- 
erty. The regulations provide that, in apply- 
ing the limitation, reference must be made 
to each separate property or integrated 
project which has been manufactured, con- 
structed, produced or purchased. Unless 
substantial realization has taken place as to 
each such property, the gain attributable to 
that property is classified on the 70 side 
of the “70-30” rule. Surplus attributable to 
income derived from those properties which 
remain collapsible is also placed on the 70 
side. All other property falls to the other side 


After completion of the classification process, 
computation is made as follows 


(1) Determine the fair market value ot 
the shareholder’s pro-rata share of the cor 
poration’s net assets as of the collapse date 
and subtract the shareholder's basis for the 


shares. 


(2) Ascertain the shareholder's pro-rata 
share of the appreciation over adjusted basis 
of the collapsible assets and his pro-rata 
share of surplus attributable to collapsible 


assets. 


(3) Compare the result of the second 
computation to determine whether it repre- 


sents more than 70 per cent of the first. 
This computation process is predicated 


which, as yet, have 
One 


subject to 


upon the regulations “ 
received no test 
this regulation has been 
criticism. Classification of surplus derived 
from collapsible assets, which has been sub 
level, on the 


aspect ol 


wide 


decisive 


ject to tax at the 
70 side of the limitation appears inconsistent 
against the background of the statutory 
However, the regulation 
on the subject and it 
occurs to the 


cor pt rrate 


purpose stands 
authority 
appears that until 


contrary, the situation must be accepted 


as the only 
something 


Difficulties grow out of the statutory lan 
guage and a failure to make a critical analy 
sis of what it requires. The problem is one 
of concept; it is somewhat subtle and difficult 
Nevertheless, unless properly re 
and per 


ot grasp. 


solved, inconsistent, irreconcilable, 


haps wrong results will occur 


limitation required ownership of more than 
10 per cent. Since Butler owned stock ‘‘which 
was considered as owned at such time by an- 
other shareholder [Cobb as a partner] who 
then owned (or was considered as owning) 
more than 10 percentum in value,’’ Butler met 
the ownership requirement and Sec. 117(m) 
applied 


" Regs. Sec. 1.341-4(c) (2) 
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The problem arises from the phrase “un- 
less more than 70 per cent of such gain is 
attributable to the property so manufactured, 
constructed, produced, or purchased.” 


Gain, as it appears, is an accounting con- 
cept which is abstract. Approach to application 
of the limitation through physical trac- 
ing, Or in terms of source, of the distribution 
leads in what may be the wrong direction. 

The second aspect of the conceptual prob- 
lem is unterrelated with the first. The gain 
“attributable to the property so manufactured, 
constructed,” ete., is that gain which arises 
out of the property created by the collapsible 
activity 

It is submitted that, in order to apply the 
limitation, two things must be kept straight 
First, there must be gain which is attributable 
to the produced property. Second, the scope 
of the term “property” ‘is that created out 
of the collapsible activity. 


The case developments which show the 
direction of precedent with respect to each 
of these problems, together with 
hypothetical illustrations, are set out below 


concept 


(1) The case law generally, to date, con- 
sists of so-called FHA cases. In most part, 
these cases involve the distribution of mort- 
gage funds which were in excess of the cost 
of the constructed project. The contention 
was made in several that the 70-30 limitation 
operated since, at the date of distribution, 
the gain attributable to unrealized land ap- 
preciation was in excess of 30 per cent of 
the available gain. In rejecting this con 
tention, it was held that 
distribution had as its source financing grow- 
ing out of construction, the entire gain on 
the distribution was attributable to the col 
lapsible property. The difficulty with 
conceptually, it 


since the entire 


this 
approac h is that, 


misses 


the pot 


As set out above, “gain,” as it is used in 
the limitation, has reference to an account 
ing concept which is an abstract. Funds are 
physical. The fact that funds have a source 
in constructed property does not translate 
the physical—funds—into the abstract—gain 
An example is helpful. Suppose, “A” cor 
poration, capitalized for $1,000, commences 
construction of a group of residential homes 
after obtaining mortgage funds individually 
guaranteed by the stockholders from normal 
channels of $100,000; the project is com 
pleted for $90,000 but, due to sharply de- 
clined demand, has a value of $80,000; before 
completion $10,000 is distributed. To use 

* Cited at footnote 31. 

“ Cited at footnote 5. 


Collapsible Corporations 


words of the cases, the distribution “was 
dependent upon, followed from, and was 
paid out of, the funds advanced . . . on 
mortgage”; nevertheless, the funds 
represent gain attributable to the 
For, in fact, no gain exists. 


do not 
property. 

A second illustration is as follows: Cor- 
poration “B” is incorporated with initial 
capital of $10,000, constructs an apartment 
and, immediately, disposes of it for a 
$100,000 profit. The corporation then uses 
the funds generated from the first project 
to construct a apartment building 
Because of construction difficulties, the 
apartment costs $100,000 to build and has a 
value only equal to cost. At that point in 
time, “B” corporation is liquidated and the 
project is distributed and sold. 


second 


Although, in a physical sense, the gain 
on liquidation is attributable to the second 
project, nevertheless, in an accounting sense, 
no gain is attributable to that property. A 
conceptual approach which would result in 
application of Section 341 under such cir- 
cumstances would appear to prostitute the 
section. 


(2) The gain “attributable to the property 
so manufactured, constructed, produced or 
purchased” is the witl 
the property which 
lapsible activity of manufacture, 
tion, etc. The decision in W’. H 


adopts the view that tl 
1 
il 


gain reference to 


arises out of the col- 
construc 
Weaver® 
ie subject gain is that 
arising out of the collapsible activity. The 
Arthur Glickman* Elizabeth M 

Leland D. Pay appear to 
as a premise that this is the 
Thus, for 
to appreciation in the raw 
is built, 


cases of 
August * and 
accept correct 
interpre 
tributab 


upon which a construction project 


example, gain at- 


land, 


tation. 
] 
i¢ 


is classified, for purposes of the limitation, 


upon the 30 side of the 70-30 ratio 
Chis 


tion’s language 


it with the limita 


“unless more than 70 pet 


appears consiste! 


cent of such gain is attributable 
constructed,” etc 
The property referred to is that created by 
under the example 


to the prop 
erty so manutactured, 
the collapsible activity 
above, the construction portion of the project, 
not the raw land. 


Three-year limitation.—Subsection (d)(3) 
of Section 341 provides a rule 
property held for than 
three years after completion of manufacture, 
production or 


three vear 
which frees more 
purchase trom 

Che problem 
ot what constitutes the relevant unit of prop 


construction, 


the operation of the section. 


* Cited at footnote 17 
“ Cited at footnote 19 





erty is also present as a preliminary to the 
application of this limitation. The impor- 
tance of this question arises out of the neces- 
sity for fixing the date of completion. The 
last act upon a particular unit in an in- 
tegrated whole may have occurred more 
than three prior to collapse, while 
work on the project as a whole continued 
until much later; depending upon what con- 
stitutes the relevant unit of property, sub- 
section (d)(3) may or may not apply. It is 
probably safe to that a separate 
property or integrated project approach 
constitutes the position of the Service in 
this area. Application of subsection (d)(3) 
results in immunization of the gain realized 
on the specific property from the operation 
of Section 341. 


years 


assume 


Those decisions which give definition to 
the term “construction” with reference to 
the view requirement are also important 
under this limitation. Thus, the decisions in 
the Abbott" and Payne® cases to the effect 
that “the term construction intended 
to have the broadest scope,” together with 
the conclusion that activity as sub- 
dividing, obtaining municipal plat approval, 
and financing commitment, will 
have impact on construction of the same 
word as it appears in the limitation. Pre- 
sumably, the construction will be the same. 


was 
such 


securing 


Therefore, corporate activity, slight in na- 
ture or duration, would appear to break the 
three-year holding pe riod. \ new holding 
period would commence at the date of final 
completion. The strictness in approach of 
the Weil case,” 
to when construction is completed also has 
direct effect upon this limitation 


and others following it, as 


Exceptions to Application of Section 


Section 20 of the Technical Amendments 
Bill of 1958 adds subsection (e) to Section 
341. The amendment is four full 
length, twice as long as the entire section 
prior to its addition, Numerous technical 
and uninterpreted questions permeate the 
legislation so that it is subject matter for 
article-length treatment. Only a broad out- 
line is set out here. 


pages in 


In general, the exception provides that 
where the net unrealized’ appreciation in 
“subsection (e) assets of the corporation 
does not exceed 15 per cent of the net 
worth of the corporation,” Section 341 does 
not apply to sales or exchanges of stock and 
certain types of liquidation. 


“Subsection (e)” assets generally consist 
of property of the corporation which, if sold 
at a gain by the corporation or stockholders 
owning a certain percentage of the stock, 
would result in ordinary income. Net worth 
as used in the provision consists of the fair 
market value of the corporate assets over 
its liabilities, subject to certain technical rules 


Where the “subsection (e)” assets do not 
exceed 15 per cent of the net worth, four 
exceptions are made to the existing rules 
applicable to collapsible corporations. The 
exceptions relate to (1) sale or exchange of 
stock, (2) certain liquidations under Section 
331 which are taxed as capital gains, (3) 
liquidations under Section 333, known gen- 
erally as one-month liquidations and (4) 
certain sales or exchange of property under 
Section 337, 


Restrictions exist, the purpose of which 
is to insure that the amount of unrealized 
ordinary income in the corporation's assets 
is relatively small in comparison to the total 
assets of the corporation, taking into ac- 
count its tax status, so as to prevent changing 
the character of income through use of the 
corporate form. The exception appears dif- 
ficult to apply and narrow in coverage 


Conclusion 


Significant developments have occurred 
which affect collapsible corporations and 
Section 341, which inhibits usage of the 
device The case law now furnishes inter- 
pretation of the “principally” and 
“construction” and of the phrases “substan 
tial part,” “gain attributable to” 
clouded extent, “with a view to.” 
revenue rulings have resolved several tech- 


we rds 


and, to a 
Various 


nical questions 


In general, the courts have extended Sec 
tion 341’s coverage beyond what most com- 
mentators guessed. Several taxpaver 
ments have fallen by the 
trary precedent. The developments 
the useful purpose of providing construction 
guideposts as to proper interpretation of 
several of the difficult words and phrases 
of the statute. However, since almost uni- 
versally these guideposts point in the direc- 
tion of wider statutory task 
of decerning possible application has become 
more difficult. Moreover, the ready judicial 
acceptance of Section 341 and the quick 
brushing-aside of technical arguments against 
application should inspire extreme caution. 


argu- 
wayside of con- 


serve 


coverage, the 





* Cited at footnote 23. 
* Cited at footnote 19. 
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Patent Royalties— 
Capital Gain or Ordinary Income 


By ERNEST R. MORTENSON 


The capital gains provisions are in the law for the benefit of anyone 
who can use them. Sometimes an inventor is torn between obtaining 
the most favorable tax treatment and obtaining the most equitable 
arrangement for the distribution of his invention. 

In this article the author advises the inventor to look first 


at the Code and the regulations. 


If these prohibit capital gains treatment, all may not be lost, 
for a search through case law may be rewarding. 


F THE TRANSFER of a 


stitutes the 


patent con- 
capital 
asset and the patent was not held primarily 
for sale in the tax- 


completed sale of a 
ordinary course of the 
oceeds may be 
However, it is 
patent 


payer's business, 
reported as capital 
well known that 
differ considerably 
contracts of sale : 


then the pr 
gains 
con 


most royalty 


tracts from ordinary 


and this is where the 
anes 
that some of the patent 
more like 
e of capital assets, and pro- 
taxes at 


complications arise reasury, many 


realized 
looked 


} 


years ago 
transactions licenses to 
use than the sa 
rates in 


ceeded to apply ordinary 


cases where all of the substantial rights had 
most-cited case 


Vivers The 
inventor 


transterred Phe 


in this area is Edward ( 


not be en 
lax 
Court there held that an may re 
gains benefits from the sale ot 
fact that he 
proceeds result 
| 

of the patented product 


further history of 


ceive ¢ apital 
despite the 


his patent rights, 
Ity from the 


is paid a roya 
ing trom the sales 
The 
nating in the 
set forth in Ro 


Court there said 


the problem, culmi 
1235, is 


man v. Commisstoner* The 


enactment of Section 


“In Commissioner 
Fed. (2d) 
the transfer of 
patent 


Hopkinson, 2 Cir., 126 
held that 
full and complete title to 


406, it was expressly 


rights constituted a sale of capital 
contract provided tor 
installment payments of the purchase price 
based upon a percentage of the manufactured 


assets although the 


1 CCH Dec. 14,992, 6 TC 258 
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units; and this view was | the Com- 
missioner until 1950, as will appear 

Mimeo. 6490, 1950-1 C. B. 9 1 this ruling 
the Commissioner ackno ‘d his prior 
Myers v. Commtssioner, 6 
of March 20, 1950, with- 


rovalties re- 


eld by 
l 


from 


acquiescence in 
TC 


drew his 


258, but as 
acquiescence as to 
agreements 


after June 


ceived from exclusive 


or the 


1, 1950 


license 
taxable years beginning 
“In 1954, Congress 
the ¢ 
(1), (2) of the 
1954, 


of all substantial rights to a patent shall be 


ruling 
enacting § 1235(a) 
Revenue Code of 
which provided 


rejected tl 
‘commissioner by 
Internal 
that a transfer 
considered a sale or exchange of a capital 
held for more than six months re- 


1) ee 
vardiess of Whether or I t 


isset 
payments in 
consideration of the transfers are made 
periodically rminous with 
| ’ f th 


the transteree s use he patent, or 


upon 


overa period cote 


con- 


the productivity, use or dis- 


tingent 
position ot the property 

“In 1955, the Commissioner issued a ruling, 
Rul. 55-58, 1955-1 C. B. 97, 


this statute to apply only to payments re- 


Rev interpreting 
ceived in 1954 and subsequent years but not 
to apply to amounts received in taxable 
vears beginning after May 31, 1950 and be- 
fore January 1, 1954, 
nounced that payments received by inventors 
for the taxable after May 31, 1950, 
would be regarded as ordinary income 


and accordingly an- 


years 


{ 9677, 244 F. (2d) 634 (CA-4). 


2 57-1 uste 
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The author is a Pasadena, California attorney. 


“In 


missioner, | 


nse to this ruling of the Com- 
ongress in 1956 enacted § 117(q) 
of the Internal Revenue Code of 1939 

in substantially the same terms as the Act 
of 1954 and provided that the statute should 
be to payment made pur- 
suant to a transfer of patent rights any 
taxable year beginning after May 31, 1950, 
regardless of the year in which the transfer 


occurred , 


applicable any 


in 


Subsequent to the promulgation of Mim 
6490," the government relied upon two cases 
to support its position: Bloch v. U. S“ and 
Broderick v. Neale 
be en 


Each of these cases has 
in subsequent cases as 
inapplicable to the problem. In First Na- 
tional Bank of Princeton v. U. S$ the court, 
in distinguishing the Bloch stated: 
“That case may be differentiated by point- 
out that there the 
arose under 26 U. S. C. A. §211(a) which 
upon ‘the amount received, 
by every non-resident alien not engaged in 
trade or business within the United States, 
from within the United States 
The scope of this tax imposi- 
embraces royalties, Since tax on 
gain the sale of personal property 
not subject to withholding under § 143, 
the with regard to the 
transfer of the Bloch 
out of question of whether the 
payments to the inventor were sub- 
ject to withholding, and did not arise under 
the provisions of the capital gains law.... 
It not appear to be the law even in 
the Second Circuit that provision for pay- 
ment in the nature of royalties forbids a 
conclusion that it was the intent of parties 
to an instrument transferring patent rights 
that title should pass.” 


distinguished 


case, 


ing sale-license issue 


imposes a tax 


sources as 

rent.’ 
tion 
from is 
sale license msue 
patent rights arose in 
the 


made 


case 


does 


Broder R 2 Neale, 


stated that 


the 
in 


distinguishing 
in U. S. v. Carruthers * 
that case the court “considered an agree- 
ment that did not transfer the use of the 
patented articles and which terminated in 
year instead of extending to the 
of the term of the patents transferred.” 


To review this history: We have Myers 
holding the taxpayer and 
by the Commissioner. Then this acquiescence 
was withdrawn and for taxable be 
ginning after June 1, 1950, the ruling was 
contrary to Myers. In the Internal Revenue 
Code of 1954, Congress rejected this ruling, 
but that left the old rule in effect 
June 1, 1950 until January 1, 1954. 
ever, in 1956 Congress enacted 
117(q) of the 1939 Code, which retroactively 
applied to the period June 1, 1950 to January 
1, 1954. That section is substantially the 
same Section 1235 of the 1954 Code; 
thus, where Sections 117(q) and 1235 apply, 
we have statutory for 
capital gains treatment for taxpayers who 
qualify, and for those who do not 
within the purview of the sections, the cas¢ 


In 
court 


one end 


for acquiescence 


years 


from 
How 


Section 


as 
specific authority 


come 


law applies as if these sections had not been 
In the light of the retroactive 
provisions 1958 


enacted.” 
Statutory 
ruling, Rev. 
may be in order. 


and a revenue 


Rul. 58-353, claims for refund 


With the history of the sections in mind, 
we discuss in more detail the benefits 
which the new Code has conferred in 
ventors. It provided that a 
(other than by gift, inheritance or devise) 


can 
on 
is transfer 
of all substantial rights to a patent, or of 
undivided interest to 
a patent, by a holder to a person otlier than 


an in all such rights 


a related person constitutes the sale or ex 





9. 

© 9551, 200 F. (2d) 63 (CA-2). 

{ 9156, 201 F. (2d) 621 (CA-10) 

" 9203, 136 F. Supp. 818 (DC N, J., 


: 1950-1 CB 


* 56-1 
1955). 
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change of a capital asset if held for more 
than six months, whether or not payments 
therefor are (1) payable periodically over 
a period generally coterminous with the 
use of the patent or (2) 
tingent on the productivity, use or disposition 
of the property transferred. The regula- 
tions in Section 1.1235-1(b) provide that if 


transferee’s con- 


a transfer is not one described in paragraph 
(a) of section shall be dis- 


whether or not 


this section, the 


regarded in determining 


such transfer is a sale or exchange of a 


capital asset. As an example, the regula- 


tions state that the transfer by a person 


other than a holder, or a transfer by a 


+ 


to a related person, is not within 


terms of Section 1235 


| consequences of such transfers 
hall 
| 


ie tax 


shall be determined under other provisions 


Thus, the 
still pos- 


benefits even 


of the Internal Revenue Laws 


regulations recognize that it 1s 


tain capital gains 


t within the terms of 
patentec 


S| 
SA l€ 


. : 
Commissioner has acquiesced in 


58-353 In the Coplan case owner 


a patent assigned ; her interest to a 


' 


corporation owned 50 per cent by her and 


50 per cent by her husband in exchange for 


: ' 
payments based on net sales, that is, rovalty 


assignment 
hold- 


that 


1 
t 


Was 


viment ¢ 
payments It 


hange”’ within the 


case de spite the fact 


Section 117(q) would not be applicable due 
| I a 
payment 


mean 


mmissioner in his brief in 
has made clear to us that 
117(q) 
herein to 
Chat position 
is in accord with a position taken by him 
proposed 


that Section 


to require royalties 


be taxed as ordinary income 


oO issue 


1954 


in regulations which he 
with 


Code.” 


¢ 
t 
respect to Section 1235 of the 


There are several problems which 
I 1 probl hic] 


under the new 


have 


been raised code section 


. No. 141. 
58-2 ust 


>CCH Dec. 22,574, 28 TC 
” Accord: Sheen v. U. 8 
(DC Pa.). 
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§ 9735 


These problems have, to some extent, been 
discussed and the regulations 
which are referred to below. 


treated in 


SUBSTANTIAL RIGHTS—DEFINITION 


One such problem is the definition of the 
term “substantial rights to a patent.” This, 
apparently, was the issue most litigated un- 
der prior law. The leading case involving 
the transfer of substantial rights is a non- 
tax case, Waterman v. Mackenzie™ There it 
was held that a where the 

right to 


patentee 
patented product 
y times in tax 


proposition, it 1S 


lé 
ccurre d 
conveyed exclusive 


make, use and sell 


his case has been d many 


litigation As a 


sate to assume tl transfers 


rl 1 


patentee 


st in and to 
the exclusive 


| the 


Sell 


patented 
wceeds received will be 


allls 


treatment 


ds are 


factured 


despite 
based ona 
units. How- 
he patentee Or the 
he patented 


sell 
How 


to use or 


question 1S 


‘The term ‘all substantial rights 
‘ are of 
patent 


means all rights which 
the 
are 


circum the 


time the 


undivided interest trans 
whol 
he particular termi 
transfer, 


used in the instrument of 


considered in determining whether 
all substantial rights to a patent are 
\ transfer 

terms of the in- 

than the remain- 


1ot a transfer of all 
he s . t ”? 
hits Pp. it 


tions then go on to give examples of rights 


substantial 1 The regula 


which 


purpo 


substantial for 
1235 Che 
may, under the 


holdet 


isidere d 
follow ing 
regulations, be 


“The 
title for the purpose of securing performance 


or payment by the 


retention by the transferor of legal 


transteree in a trans 


action involving transfer of an exclusive 


license to manufacture, use, and sell for the 


life of the patent. 


n 138 U.S 





“The retention by the transferor of rights 
in the property which are not inconsistent 
with the passage of ownership, such as the 
retention of a security interest ... ora 
reservation in the nature of a condition 
subsequent.” Note that the common 
ample in the cases is where the licensor 
retains the right to terminate the agreement 
upon the detault in the performance of the 
agreement by 

The then give examples of 
rights which may or may not be substantial 
depending upon the the 
whole transaction in rights to a 
patent transferred. These rights in- 
clude: “The retention by the transferor of 
an absolute right to prohibit sublicensing or 


exX- 


the licensee. 


regulations 


circumstances of 
which 
are 


subassignment by the transferee; the failure 
to convey to the transferee the right 
or to sell the patent property.” 


to use 


The regulations further state that a “re- 
tention of a right to terminate the transfer 
at will is the retention of a substantial right 
for the purposes of Section 1235.” 


With regard to Section 1235, the Senate 
Finance Committee states: “It is the inten- 
tion of committee to this 
realistic test, whereby the trans- 
action, regardless of formalities, should be 
examined in its factual context to deter- 
mine whether or not substantially all rights 
of the owner in the patent property have 
been released to the transferee, rather than 
recognizing less relevant verbal touchstones. 
The word ‘title’ is not employed because 
the retention of bare legal title in a trans- 
action involving an exclusive may 
not represent tl 


your continue 


entire 


license 
he retention of a substantial 
right in the patent property by the transferor 
Furthermore, retention by the transferor of 
rights in the property which are not of the 
nature of rights evidenced by the patent 
and which art with the 
of ownership such as a security in 


not inconsistent 
passage 
a reservation in the nature 
not to 


will 


SETeOws. + -« or 


of a condition subsequent are 
1 


be considered as such a retention as 


defeat the applicability of this section. On 


the other hand, a transfer terminable at will 


by the transferor would not qualify.” 


SUBSTANTIAL RIGHTS—CASES 


In order to understand what the 


term 


just 


“substantial rights in a patent” means, 


in addition to what has been set forth in the 
regulations and the committee reports it is 
to examine the decided 
cases under Sections 117(q) and 117(a) of 
the 1939 Code. It is not intention to 
review in detail the cases which have been 


necessary some of 


our 


discussed in prior articles but to emphasize 
the more recent cases on the subject 


Right to Use or Sell 


Occasionally inventors have transferred 
all rights in a patent except the right to use 
or sell the product; or sometimes through 
inadvertence, the right to use or the right 
to sell has not been included in the terms 
of the agreement. For example, in Cleveland 
Graphite Bronze Company ™ the patentee gave 
the buyer the manufacture and 
sell the patented product; the right to use 
was not expressly conveyed. The court held 
that the transfer was a license and not a 
sale, saying: “A grant of an exclusive right 
under a patent within a certain district 
which not include the right to make, 
the right to use, and the right to sell, is only 
a license.” On the other hand, in Allen v 
Werner,’ where the 
grantee the 


license to 


does 


agreement gave the 


right to manufacture and sell 
but was ambiguous as to whether or not the 
right to use was transferred, the court held 
that there was a sale and not a license. It 
also decided parol evidence was admissible 
to establish that the grantee in truth and in 
fact had the right to use the patented prod- 
uct even though the 


Mu“ 
State 


agreement did not so 


\ recent case involving the alleged reten 
tion of one of the three rights mentioned 
in the H’aterman case is Rollman v. ( 
this case the 
there was a 


PPLILIS 
Court held 
and not a sale be 
right to make and sell was 
transferred and the right to use the patented 
product was retained. It appears from thx 
facts that the patented product 
provement relating to footwear 


sioner.” In Tax 
that 


cause only the 


license 


was an im 
The patents 
assigned allowed the assignee to manufac 
ture and sell the shoes to the general public 
On appeal the Fourth Circuit held that it 
was the intent of the parties, as manifested 
in their and from the agreements, 
that the had the power and the 
right to make full use of the patented prod 
uct. The court, in its opinion, states: 


actions 


assignee 


“However, neither the Tax Court nor the 
other courts have felt obliged in every case 





”% CCH Dec. 16,410, 10 TC 974, aff'd without 
opinion, 49-2 ustc § 5945, 177 F. (2d) 200 (CA-6) 
8 51-2 ustc © 9398, 190 F. (2d) 840 (CA-5) 


790 November, 
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See, also, Franklin S. Speicher, CCH Dec 
22,519, 28 TC --, No. 104, and Parke, Davis & 
Company, CCH Dec. 8748, 31 BTA 427. 

™ Cf. Lockhart v. Commissioner, 
" 9715 (CA-3) 
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to apply strictly the dicta of the Waterman 
without regard to the objective 
realities of the cases before them. In so 
doing they have followed the settled rule 
stated in all the that it is not the 
name or form of an agreement but its truc 
nature which controls its legal effect.” 


decision 


Cases, 


The decision was reversed but remanded 
to the Tax Court for hearing on the question 
of transter made in the course of the 
payer's business. The Tax Court thereupon 
decided that the entitled to 
capital gains treatment because the patent 
was not held primarily for sale to customers 
in the 

Note that the 
calendar vears 
Vonie S 


1952 


tax- 


taxpay er Was 


ordinary course of business.’ 


Rollman case involved the 
1947, 1948 and 1949. In 
Hudson™ the tax years 1951 and 

involved. However, the court 
applied the law applicable prior to the 
enactment of Section 1235. In this case, the 
licensor reserved the right to use the proc- 


were 


ess for his own personal use. This provision 
was limited in that he did not have the right 
to practice the invention for third parties or 
to sell or otherwise dispose of the products. 
The court held that such a reservation does 
not render the transaction a license and, 
therefore, the proceeds received were Cap- 
ital gains. In 4. E. Hickman”™ the terms of 
payment clearly indicated that the right to 
sell was also intended to be transferred, but 
the word “use” was not employed in the 
agreement. The court held for the taxpayer 
that the evidence showed 
intended to transfer the 

Note that the trans- 
feror was an estat that the court fur- 
ther “The 
reason to retain 
Another which the trans 


feror reserved the right to sell the patented 
product was Lawrence v. U.S.” 


on the ground 
that the 


entire 


parties 
interest here 
e, so 
stated 


estate had no practical 


an interest in the patent.” 


recent case mm 


In this case, 


was the inventor of a device 
} 


obstructions from oil 


the taxpayer 
for removing wells. 
He granted the 
ture, use and 
United States. The 
alty interest in 
The district 
license 


exclusive right to manufac- 
this 
taxpayer received roy 
payment tor the 
court held that was a 
rather than a sale and, therefore, the 
proceeds were ordinary income because the 
right to sell was not included in the agree 
ment. However, the district court 
versed on appeal, the Fifth Circuit 
that the right to sell was not a substantial 
right because it was very important to the 


lease invention in the 
transfer. 
there 


Was Tre 
Stating 


% Ernest E. Rollman, CCH Dec. 22,589(M), 
16 TCM 817 
” CCH Dec. 21,622(M), 15 TCM 284 
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assignee not to sell this tool. In other words, 
in the testimony the assignee stated that the 
right to sell was not a substantial right be- 
cause in order to protect his mterest in the 
patent, it that he not sell 
the patent rights but merely that he lease the 
Furthermore, this was not the type 


was necessary 
equipment 
of product that was necessarily sold on the 
It was a special type of tool used 
The 
court, in a footnote to its opinion, cites the 
Senate committee report to the effect that 
an exclusive license agreement may consti- 
tute right to use the 


open market 
tor removing obstructions in oil wells. 


a sale even where the 


been conveyed to the 
that such failure did 
the retention of a substantial 
right under the patent by the licensor. 

In Rose Marte Reid*™ a transfer of a right 
o utilize certain design patents in the man- 
ufacture and sale of the licensee’s products 
was held to be an assignment, notwith- 
standing the failure of the agreement to use 
the word “use,” 


invention has not 
licensee, if it is shown 


not represent 


since the court was satisfied, 
from a reading of the agreement and 
from the surrounding facts, that the 
payer intended to assign all of the rights in 


the patent 


entire 


tax- 


Thus, it can be seen from these cases that 
although the taxpayer does not transfer all 
three of the rights mentioned in the Water- 
man case, he may still obtain capital gains 
benefits if it can be shown that there was an 
intent outside of the agreement to transfer 
all three rights or if the retained right was 
of inconsequential value 


We conclude, then, that even if the right 
to sell or use the patented product is not 
transferred to the assignee, the assignor 
may still receive capital gains benefits trom 

However, it is 
and from the Regulations 


promulgated pursuant to Section 1235 that 
} 


the assignment. 
from the 


apparent 


cases 


not transferred, the 
Treasury and the courts will look at all of 
the surrounding circumstances to determine 
whether or not the parties intended that the 
assignor transfer all 
the patent. 


where such rights are 


substantial rights in 


Limitation As to Geographical Area 
or Type of Use 


Occasionally the assignor will only trans- 


ter the rights in the patent for a specified 


area, or he will reserve the right to use the re- 
lated patents in other devices. In Vincent A. 


*, 22,846, 29 TC —, No. 94 
os uste { 9515, 242 F. (2d) 542 (CA-5). 
. I Dec. 21,806, 26 TC 622. 





Most practicing lawyers look at the 
law as they look at the Bible. 

In some circumstances they turn to 
it as a guide to be followed; 

in others, they use it to justify 

what has already been done; and 
in still others they ignore it. 
—Thomas F. Broden, Jr., associate 
professor of law, Notre Dame. 


Marco™ the taxpayer sold the right to 
manufacture, sell and distribute patented 
articles east of the Mississippi River, re- 
serving to himself all rights in the patent 
west of the Mississippi River. At about the 
same time that he sold his rights east of the 
Mississippi River, he entered into an agree- 
ment with another company (Searle) whereby 
he granted to that company all rights west 
of the Mississippi River. Searle’s agreement 
was later canceled because of a default in 
payment, and the rights west of the Missis 
sippi River were transferred to Marco In 
dustries, a corporation. It was held by the 
Tax Court that the taxpayer could have the 
benefit of capital gains reporting where 
there was transferred the right to manu 
facture, make and sell a patented product in 
a designated area. See, Thornton G 
Graham” and Lamar v. Granger.™ 


also, 


Dairy Queen of Oklahoma™ is a 
which the licenses were granted for the 
State of Oklahoma. The Tax Court decided 
the transaction was a license and not a sale, 
not because 
but because 


case m 


of the geographical limitation 
the inventor retained too many 


CCH Dec 
= CCH Dec 
351-2 ustc { 9386, 99 F. Supp 


21,388, 25 TC 544 
21,822, 26 TC 730. 
17 (DC Pa.) 

* CCH Dec. 21,669, 26 TC 61 

% 58-1 ustc § 9155, 250 F. (2d) 503 

* Cited at footnote 7 

“In accord, Merck 4 Company, Inc. v 
57-2 ustc § 9923 (DC Pa.) 

%In American Chemical Paint Company 1 
Smith, 55-1 ustc § 9441, 131 F. Supp. 734 (DC 
Pa.), the taxpayer assigned his rights in the 
patented products However, he reserved the 
exclusive right to make, have made and sell 
products covered by the patents in ‘‘flelds out- 
side the general field of usefulness described in 
sub-section (c).'’ He further reserved the right 
as to certain painting processes covered by the 
inventions to manufacture, use and sell the 
paints for use on hot rolled structural steel and 
paint used for ships, bridges and other types 
of construction; and finally he reserved the right 
to manufacture the product in the United States 
and Canada for sale and use in countries other 
than the United States and Canada. The court 
held that the reservation of such rights con- 
stituted the so-called assignment a license rather 
than a sale agreement 
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rights in the patent. On appeal to the Tenth 
Circuit the decision was reversed and re- 
manded for a determination as to whether 
the sales were made in the course of trade 
or business.” 

The Carruthers case,” although cited in the 
Marco case, involved a slightly different 
problem. In that case, the was to 
manufacture, sell or lease machinery “limited 
to the tuna canning industry.” The gov- 
ernment contended that although a sale can 
result where there is a restriction regarding 
the geographical area in which the patent 
has been assigned, there is no assignment 
where there is a restriction 
industry. The question of whether or not 
the machinery could or would be used in 
other industries was deemed to be too 
speculative, and the court held the reten 
tion of rights by the taxpayer did 
not result in a license but was, in fact, a 
sale.” As a word of caution, the court 
pointed out that no attempt ever had been 
made to use the patents outside the tuna 
industry.” A similar case, and possibly a 
stronger case from the government’s point 
of view, was First National Bank of Princeton 
v. U. S™ The taxpayer had invented a 
method of rounding off bristles on brushes 
He then licensed the right to make, use and 
sell such invention but only with respect to 
toothbrushes, reserving the right to use the 
invention for other brushes. The court, cit 
ing the Carruthers case, held that the tax 
payer could obtain capital gains treatments 
How 
as that which arose in 
National Bank 
1954 Code 


license 


of use to one 


these 


The next question which arises is 
will a situation sucl 
Carruthers, Marco and First 
of Princeton be treated under the 

On this point see, also, A. C. Ruge, CCH Dec 
21,688, 26 TC 138, wherein the taxpayer retained 
“the exclusive rights in and to such inventions 
or suggestions for fields outside of the field of 
strain responsive application and apparatus.’ 
The court held that the agreement was a 
because the above-quoted reseivation only ap 
plied to inventions after the agreement and not 
to the inventions assigned by the agreement 

The so-called ‘substantial value’ test of the 
Carruthers case was applied in Gruber v. U. 8., 
€ 9762, 158 F. Supp. 510 (DC Ore.) 
opinion) 58-1 " 9249, where the 
patentee transferred ‘‘the sole and exclusive 
right and license to use [the patent] for the 
manufacture and sale within the United States 
of America."’ (Italics supplied by the court.) 
The government contended that the agreement 
was not an assignment because it failed to 
grant an unlimited license to use. The court 
held that the agreement was unambiguous, in 
that it granted the right to use only insofar as 
necessary to manufacture and sell The court 
in following the decision in the Carruthers case 
held that all of the substantial rights in the 
patent had been transferred 

* Cited at footnote 6. 


TAXES —The Tax Magazine 


sale 


57-2 ust 


(amended 


UsT« 





Section 117(q) of the 1939 Code was held 
to be inapplicable in the Carruthers 
because of the fact that the tax year in- 
volved was 1950. In the Marco case the 
tax year involved was 1951. Section 117(q) 
had not been enacted and the court specifi- 
cally stated that both parties were agreed 
that Section 1235 of the 1954 Code was not 
applicable because, by its terms, it was only 
to be applied to amounts received in taxable 
beginning after December 31, 1953. 
Accordingly, the court based its decision 
upon adjudicated cases which were decided 
prior to the enactment of the 1954 Code 


case 


years 


Code Section 1235, we find 
that it refers to “an undivided interest therein 
which includes a part of all such rights.” 
Does this apply to a situation in 
volving a geographical limitation? The 
Senate committee report states 


Returning to 


Query 


‘By ‘undivided each 
property right 
(constituting a fractional share of the whole 


(and not, for example, a 


interest’ a part of 
represented by the patent 


patent) is meant 


lesser interest such as a right to income, or 


limited geographically, or a license 
some, but not 


covered by the 


a license 
which 
claims or 


all, of the 
patent).” ” 


conveys 


uses 


seem from the Senate 


taxpayer W 


Thus, it would 


committee | 


report that the 
comes within the situations presented in the 
would not be able to ob- 
of Section 1235 but would 


ibove three cases 
case law in order to 


of the capital 


gains 


rrovisions 


Right of Assignor to Terminate 


In addition to transferring rights which 
do not ll 


patente d proc 


include I igl to sé or use the 


lu otten retains 


is often times 
examp! ] detaults in 


contract 


declare 


nment 


rned t 


liations, oOo 


ibility and provide 


ot detea 


he benefits of the new 


section. This provision in the regulations 1s 


See, also, Regs. Sec. 1.1235-2(c), where simi 
lar language is used 

1See district court opinion in Watkins 1 
U. S., 57-1 ustce 19540, 149 F. Supp. 718 (DC 
Conn.), aff'd, 58-1 uste § 9320 (CA-2) 

Cited at footnote 13 

Cited at footnote 6 
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in accord with prior case law. See Allen v 
Werner,” First National Bank of Princeton™ 
and Carl G. Dreymann.™ See, also, F. H. 
Philbrick,® R. J. Champayne™ and Lawrence 
v. U. S.™ Cf. Curt A. Claus.* In Storm v. 
U. S™ the taxpayer, after filing an applica- 
tion for a patent and prior to the date of its 
entered into an agreement by 
he assigned the exclusive license to 
and sell devices throughout the 
world subject to the conditions set forth in 
The taxpayer received a 15 
per cent royalty from the sales proceeds. 
If the failed to make payments 
and discontinued the manufacture of the 
patented devices and the default was not 
cured, the agreement provided that the as- 
signment could be canceled by the taxpayer. 
The assignee given the uncondi- 
tional right to terminate the assignment 
upon 30 days’ notice. Standing by itself, of 
this would be the usual garden variety 
the Myers case 
would have presented no problems. 
However, the paragraph 13 
turther provided that if the taxpayer, that is, 
the assignor, decided to sell the patent, he 
had to give the the right of first 
refusal. The district court held for the gov 
ernment upon the ground that paragraph 13 
rendered the entire agreement ambiguous 
and susceptible of being so construed as to 
permit the defeat the transfer 
by exercising his right to sell the 
if the assignee did not exercise its 
reversed the dis- 
ict court and held that there was a sale of 
all substantial rights in the patent, specifi- 
‘ally appl Section 117(q) of the 1939 
‘ode. The court stated 
“At the 
Storm and Bowen Company [assignee ] 


patent had not been issued 


issuance, 
which 
make, use 


the contract 


assignee 


was also 


course, 


tvpe of clause as found in 
and 


agreement in 


assignee 


taxpaver to 


reserved 


The circuit court 


ving 


the transaction between 
, the 
Storm then had 
an invention, an inchoate right to the patent 
he had applied. His agreement 
Company left him with unsub- 
stantial rights in the and in the 
patent when it was these 
ghts which he Had he sold them 
other than Bowen Company, 

transterred his right to the 

specified payments and the right to cancel 
the happening of the 

specified events. It was of these unsubstan- 
tial residual attributes of ownership which 


time ot 


invention 
issued It 


retained 


was 


to a purchaser 


he would have 


the agreement upon 


*CCH Dec. 16.526, 11 TC 153 
CCH Dee. 22,035, 27 TC 346 

* CCH Dec. 21.807, 26 TC 634 
’ Cited at footnote 19 

* CCH Dec. 22.935(M) 

” 57-1 ustc { 9625, 243 F 


17 TCM 313. 
(2d) 708 (CA-5) 





the Bowen Company had a right of refusal 
or conditional option. We think it would 
require a distortion of the language used in 
order to find an ambiguity.” 


It was therefore held that there was a 
sale within the meaning of the Code section. 
In accord, Golconda Corforation.” 


However, a different result was reached 
in Arthur M. Young." 
payer retained the 
agreement at any 


In that case, the tax 
right to terminate the 
time following six months’ 
notice to the assignee. The six-month prior 
notice must be satisfied before termination 
but the notice could have been sent at any 
time that the taxpayer desired. The court 
stated that the retention by the taxpayer 
of a right to terminate upon the happening 
of a future event which the taxpayer 
has no control, as in the case of a failure to 
pay royalties, is a condition subsequent and 
will not defeat the sale. In this case, the 
court held that the taxpayer's right to 
terminate was not dependent upon the future 
contingency which he had no control; 


over 


ove! 
therefore, it was not a condition subsequent 
The Young decision applied Section 117(q) 
of the 1939 Code It specifically cited the 
clause in the committee reports which, in 
effect, stated that a transfer terminable at 
the will of the transferor would not qualify 
the transfer under Section 1235 of the 1954 
Code or Section 117(q) of the 1939 Code 


Prohibition on Assignments 


Another power which may be retained by 


the assignor without rendering the “sale” a 


mere license is the right to prohibit the 
assigning the im 


without the 


transferee from further 


conveyed consent of the 
Such 


determination 


terest 
a prohibition does not re 
that the 


assignor 
quire a agreement 
did not evidence a sale.“ An example of 


this provision is found in Watson v. U.S.” 


where one of the rights retained by the 


should not 
rights to the 
licensor’s written consent 
that the 
the rights of the parties and not 


that the licensee 


exclusive 


licensor was 
assign the 
without the 


held 


to protect 


patent 

The 
court condition was inserted 
grant; hence the proceeds were 
In the Watson 


case this was merely one of several rights 


to limit the 


taxed at capital gains rates. 


retained. The agreement provided, in addi- 


# CCH Dec. 22,708, 29 TC —, No. 57. 

41 CCH Dec. 22,844, 29 TC —, No. 92. 

“ Allen v. Werner, cited at footnote 13, and 
cases cited therein; Golconda Corporation, cited 
at footnote 40; and Dreymann, cited at foot- 
note 34. 

#8 55-1 usrc { 9455, 222 F. (2d) 689 (CA-10). 
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tion, that the assignor would be free to 
license others to manufacture and sell the 
patented device should the assignee fail to 
make and sell 2,500 carts during a six- 
month period. Consistent with holdings 
cited in the last section, this was considered 
to be a condition subsequent. Accord, 
Crook v. U. S.“ and Merck & Company, Inc 
v. Smith.” 


The rationale of the courts is summarized 
in Rollman v “ where the court 
held that the taxpayer was entitled to treat 
the assignment as a sale despite the fact 
that the could not sub 
without the written c 
taxpayer. The court stated: 


Commissioner 


grant 


nsent of the 


assignee 


leases 


“Such a limitation does not interfere with 
the full use of the patent by the assignee 
and it serves to protect both parties to the 
assignment in case the purchase 
paid in instalments. Moreover, the assignor 
retains no use of the patent for himself by 
reason of the limitation since he has granted 
the exclusive rights to the and 


cannot grant a sub-license without the pur 


price 1s 


assignee 
chaser’s consent.” 


Prosecuting and Defending 
Infringement Suits 


licensing agreements the 
title for the 


prosecuting 


In many 
otten 


patentee 


retains legal purpose ol 
patent 
The retention of 


government to 


defending or 
ment suits 
has led the 
assignment 
rather than sales 
Parke, Davis 


has met ¢ 


infringe 
such a right 
attack these 
agreements as being licenses 
with the 


Company," the gov 


Commencing 
case Of 
with defeat in 
held that the 
purpose of defend 
ing or prosecuting an infringement suit did 


onsistently 
actions. There it 
retention of title for the 


ernment 


such was 


not render an otherwise valid sale a license 
The courts have uniformly held that the 
retention of legal title for the purpose of 
bringing infringement suits does not result 
in a sale being taxed as a license. See, for 
example, Watson v. U. SS.“ First National 
Bank of Princeton v. U. S and Roe v. U. S* 


EMPLOYER-EMPLOYEE RELATIONSHIP: 
1954 CODE 


In order for payments to qualify as capital 
gains under the 1954 Code, the transferor 


55-2 ustc { 9736, 135 F. Supp. 242 (DC Pa.) 
Cited at footnote 27. 
* Cited at footnote 2 

Cited at footnote 14. 

Cited at footnote 43. 

Cited at footnote 6. 

56-1 ustc { 9372, 138 F. Supp. 567 (DC Tex.). 
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“holder.” The term “holder” 
individual whose efforts created 
such property or any other individual who 
has acquired his interest in such property 
in exchange for consideration in money or 


must be a 
means any 


money’s worth paid to such creator prior to 
actual reduction to practice of the invention 
covered by the patent, if such individual is 
neither (1) the employer of such creator 
nor (2) related to With re 
gard to the employer-employee relationship, 
Regulations Section 1.1235-1(c)(2) provides 


such creator. 


‘Payments received by an employee as 


compensation tor services rendered as an 
employee under an employment contract re 
quiring the 
employer the rights to any 


such 


employee to transfer to the 
invention by 
employee f to a 
transter to applies. 
However, wl payments received by an 


emplovee (under an em 


ployment contract or otherwise) are at 
tributable to the 
of all substantial rights to a patent (or an 


undivided interes 1 r are 


from his employer 


transfer by the employee 
compensa 
the employer by 


+ 


The section further that considera 
tion shall be gi o1 to all facts and 
relation 
amount of 


upon the 


circumstances vment 


ship, but also “wi the 


such payments depends produc 


tion, sale, or use by, or the value to, the 


\ 
employer of the patent rights transferred 
by the emploves 


In determining and circum 
stances it will thus necessary t 


» examine 
under the 1939 


and l -_ \ ; de 


some ol 
Code 


ises 


provisions 


Services Ancillary to Sale 


It has been held 
incidental 
" 


assignee now ft l 1on, 


formance ot 
Services, ‘ showing the 
does not 
render the sale proceeds compensation fot 
See Raymond M. Hessert™ and 
William M. Kelly. In Ruge* 
transferred their right, 


terest to the 


services 
taxpavers 


entire title and in- 


patents to t assignee and 


agreed to give the 


ber of 


assignee certain num 


man-davs during the vear as con 


sultants, such days not to exceed 60 a year 


‘CH Dec. 16,120(M), 6 TCM 1190 
CCH Dec. 15,844(M), 6 TCM 646 


( 
Cited at footnote 28 
( 


! 

*CCH Dec. 15,963, 9 TC 183 

% 58-1 ustc 19105, 156 F. Supp. 556 (Ct. Cls., 

1957 
* Cf. William R 

17 TCM 80 


Ost, CCH Dee. 22,835(M), 
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The taxpayers also, in con- 
sideration of an additional 2 per cent royalty 
payment, right, title 
and interest in and to any subsequent in- 
ventions and to give the assignee their best 
efforts for promoting such inventions. As 
to the first item, the held that the 
promise to devote 60 days per year as con- 
sultants for the use of trans- 


for five years. 


agreed to assign all 


court 


patents 
ferred was not comper.sa service but 
was merely ancillary to the sale of the 
rights. As to the 2 per cent royalty pay- 
ments, the court held that this was ordinary 


patent 


income because, the services were personal 
Che cited 
Glass tax- 


services. court, in its opinion, 
Kimble wherein the 
payer was required to further 
ventions, to disclose 


Company," 
develop in- 
inventions covered by 
the agreement and to submit proposals for 
selling the patented device 

held that a portion ot t 

tor personal services 

the taxpayer Was to! 1 & per cent 


royalty as long as he president of 


the assignee corporatiot He was 
ceive a 5 per cent royalty 


ment. The C 


or ti 


mmissioner per cent 


ie & per cent to rdinary income as 


compensation for hi rvi However, 

the taxpayer contet d that the entire sum 

was capital gains du o tl ignment of 

that dur- 

! performed no 
that ar 

was technical 


s and 


actually ren- 


nt 


rat place 
TI 
rie 


Commissioner and _ tre: 


yt time 


as compensation tor 


court pointed out that the 


with | 


with and advised 


constant contact 


sulted 


corporate policy.” 


which 
the so called sale we 
income, in excl 
} Riddell See, 


in which it 


For a case in 
nary ange 


chmidt 


Tl 


Is 
also, 


held 


agreement was nota sale but a joint venture 


Ss 


Was 


it 
agreement, between the emplovee and _ the 
Hans 
invention 


per- 


employer for sharing in profits.” In 


Wy 


the taxpayer 
to his employer in 


Jordan * assigned the 


consideration of a 


97-1 ustc § 9419 (DC Calif.). 
56-2 ustc §9977, 146 F 
Mass. ). 
” Cf. Philbrick, cited at footnote 35, where 
the court held that the issue of compensation 
was not properly before the court. 
*® CCH Dec. 22,004, 27 TC 265. 


Supp. 253 (DC 





centage of the sales price. He had perfected 
the invention on his own time but a pilot 
model had been constructed on his em- 
ployer’s time and premises and with his 
employer’s materials. The Commissioner 
contended that there was no transfer of all 
substantial rights in the patent under the 
Section 117(q) of the 1939 Code because of 
a clause in the agreement which read: 
“Whereas, Jordan invented the subject mat- 
ter of said application as a part of his duties 
while employed. by Given and at Given’s 
direction and expense ” Therefore, 
it was argued, the taxpayer possessed no 
substantial rights in the patent to transfer; 
hence, any payments received by him were 
merely salary. Given and the taxpayer both 
testified that they did not know why the 
clause had been inserted, that there was no 
agreement that Given was the owner of the 
patent and that all work had been done on 
the taxpayer’s time. The court held that the 
proceeds were subject to capital gains treat- 
ment and that shop rights were insufficient 
to dilute the taxpayer’s “substantial rights 
to a patent.” Since the taxpayer had sub 
stantial rights, the sale of such rights could 
result in capital gains treatment. Thus, the 
mere existence of an employer-employee re 
lationship does not give the employer any 
vested rights in the employee’s invention 
per se. (Becker v. U. S.“ and Herbert C 
Johnson.) 





1 58-1 ustc { 9504, 161 F. Supp. 333 (DC Pa.) 

® CCH Dec. 23,047, 30 TC —, No. 64 

® Section 1235(d) was amended on September 
2, 1958, by the Technical Amendments Act of 
1958. The percentage provision was reduced to 
25 per cent anu ihe brother-and-sister relation- 
ship was clarified. The House committee report 
explains the changes as follows: 

‘Section 1235 of the code provides that the 
sale of a patent by fhe inventor, or cértain 
other persons, generally is to receive capital 
gains treatment rather than ordinary income 
treatment. This capital gains treatment is not 
available, however, when the patent is sold to 
certain specified related persons. The rules 
provided in section 267(b) are generally followed 
in determining what constitutes a related person 
for purposes of this provision. These rules use 
a 50 percent test in determining relationship 
where an organization is involved. Thus, an 
inventor may sell his patent to a corporation 
not more than 50 percent of the stock of which 
he owns and still receive capital gains treatment, 
providing the otherwise qualifies under 
section 1235. 

‘In view of the especially favorable nature 
of the capital gains treatment provided under 
section 1235, your committee believes that this 
50 percent test is too high, and that capital 
gains treatment on the sale by an inventor 
of his rights in a patent should not be available 
under this section in any case where he owns 
25 percent or more of the stock of the corpora- 
tion. For that reason the bill provides that in 
applying the rules under section 267(b) the 
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HOLDER— 
RELATED PERSON 


Section 1235 states that a holder may be 
a person who has acquired his interest in 
the patent property in exchange for a con- 
sideration paid to the creator if such indi- 
vidual is not related to the creator within 
the meaning of subsection (d) of the section. 
Subsection (d) states that related parties 
shall be determined in accordance with Sec- 
tion 267(b). This section provides, in sub 
section (b)(2), that a related party shall 
include an individual and a _ corporation 
more than 50 per cent in value of the out 
standing stock of which is owned, directly 
or indirectly, by or for such individual.® 
Thus, under the new law, if there is a 
transfer of patent rights to such a con 
trolled corporation, the transferor may not 
obtain capital gains benefits under the new 
provision. 

Under the regulations, and the Coplan 
however, he may obtain capital gains 
benefits if he complies with the tests set 
forth by the courts under prior law. There 


” 65 
case, 


are several cases which deal with transfers 
to controlled corporations under the priot 
law. In general the test is: If the transfer 
is arm’s length and if the price is fair and 
reasonable, the courts will treat the transfer 
as having and allow the 

feror to obtain capital gains benefits. 


substance trans- 

See, 
phrase ‘25 percent or more’ is to be substituted 
for the phrase ‘more than 50 percent’ each 
time it appears 

“Your committee's bill also removes what may 
be interpreted as an inconsistency in the present 
rules under section 1235. Present law provides 
that for purposes of section 1235, the relation- 
ship rules in section 267(b) are to apply except 
that brothers and sisters are not to be con- 
sidered as related persons However, under 
section 267, the proposed regulations take the 
position that a sale is considered a sale to a 
related person if a sale is made to a corporation 
which is controlled by a brother or sister of the 
taxpayer. Thus, under this’ interpretation 
although a patent may be sold directly to a 
brother or sister and still qualify for capital 
gains treatment under section 1235, it cannot be 
sold to a corporation controlled by a brother 
or sister and qualify for capital gains treat 
ment. This problem is removed by the amend- 
ment of section 1235(d) which provides that in 
determining whether the seller of the patent 
constructively owns 25 percent of the stock of 
the purchasing corporation, the holdings of 
brothers or sisters will be disregarded 

“This provision of the bill applies with re 
spect to taxable years ending after the date of 
enactment of the bill with respect to transfers 
after that date."’ 

“Cf. Curt A. Claus, cited at footnote 38, 
where transfer to the taxpayer's brother was 
held to be a license agreement and not a sale 

® Cited at footnote 9. 
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for example, Champayne,” Graham,” 
Hale Park-O Meter Company,* Hickman,” 
and cf. Estate of Bratter v, U. S In Carroll 
Pressure Roller Corporation” the issue of 
personal holding company 


Vagee 


income was raised 


by the Commissioner, 


NUMBER OF RIGHTS 
RETAINED 


In this discussion the have been 
related to the specific rights retained by the 
should be noted that 
more than one of the rights is re- 


Che question often 


cases 
assignor; however, it 

1] 
generally 
tained by the assignor 
is: Were too many rights retained so that 
in effect, did not transfer all 
patent” die oO 


the transteror, 
“substantial rights in the 
case in which the court held that the trans 
feror retained too many rights was Watkins 
v. U. S.™ In this case, the court applied 
1 117(q) of the 1939 Code for the tax 

years 195] 1952 and applied prior law 
for the years 1949 and 1950. The taxpayer 
I I (1) the 


had retained the foll 
2) the power of termina 


sector 


wing rights 


right to royalties, ( 
tion in. the 


event of the failure ot the 


censee to obtain necessary loans to conduct 
patent litigation, (3) limited rights to con 
litigation, (4) the 
nontransferability on the 
the taxpayer 


in the 


duct patent restraint 


assignment, 
became a_ substantial 


licensee corporation, (6) the 


right to 
sell and 
with the 


7) the gl oO 


licenses to manufacture and 


sublicense at reduced royalties 


limited right of transferability and 


approve any sublicensees 


+ 


was hel at the taxpayer did no 


} 
substantially all of the rights 


ence, the amounts received wert 


income and not capital gains. See, 


court “atkins 


opinion in the II 


court specifically enum 


erates the ights that may be re 


] 


tained by the taxpayer and still allow the 


capital gains benefits 


taxpayer to obtain 
Chere the court held that the taxpayer had 


retained too many rights. Another case in 


payer retained too many 


Commissioner.” In this case, 


among other things, the licensor in subse 


quent correspondence referred to the patent 


*“ Cited at footnote 26 

‘ Cited at footnote 22. 

*® CCH Dec. 21,616(M), 15 TCM 254 

® Cited at footnote 18 

70 58-1 ustc § 9440 (DCN. Y.) 

717 CCH Dec. 22,594, 28 TC 1288 

7 Arras v. U. 8., 58-2 ustce § 9582 (DC Conn.) 
Leubsdorf v. U. 8., 3 *" 9694 (Ct. Cls.) 

58-1 ustce © 9321 (CA-2) 


2 ust 


Patent Royalties 


as “our patents.” The Switzer case has been 
limited to its facts, See, for ex- 
ample, Graham." 

For 


Commissioner 


however 


which the 

prevailed, see Bannister 72 
U.S." The court held that the proceeds re 
ceived by the taxpayer under a licensing 
agreement ordinary rather 
that the 
s in 


another recent case in 


were income 


than capital gains, due to the fact 
taxpayer retained substantial right 
The rights retained were (1) the 
right on 30 days’ notice to cancel the ex- 
clusive feature of the license and (2) the 
denied the right to use the 
drill bit and pipe 
Was one of the 


principal advantages of the device The 


the patent. 


assignee Was 


taxpayer's device while 


were in the well, wl 


showed th: licensee never 


y en 

, 
agreeme! o forestall any 
taxpayer.” 


of patent infringement 


CONCLUSION 


\n inventor wl anst all of his “sub 


stantial rights” in a_ patent obtain 


may 
capital gains benefits by complying with the 
] Section 35 


provisions 


Even if with these 
led to treat 
the assignment apital asset 


can iles estab- 
by 
more to 


comply witl 


have to rely 


section eliminates 
between an amateur 
ventor, but al | 


the property 


lariy 


“tion 


period requirement 


We conclude the 
taxpayer shoul 
and the re 
prohibit capital gains tre: 
should be examined 
factual tuatio acing the 


law 
taxpayer 
determine 1ethe he income must be re 
ported at ordinar nc o1 


rates 


capital gains 


[The End] 


Supp. 718 


149 F 


™ 57-1 
Conn.) 


5 55-2 ust 


{ 9540, 


uUsTt (DC 
9721, 226 F 
* Cited at footnote 22 
7 58-1 ustc © 9427 (DC Tex.). See, also. Joe L. 
Schmitt, Jr., CCH Dee. 22,983, 30 TC . No. 29 
"% Cf. National Bread Wrapping Machine Com- 
pany, CCH Dec. 23,027, 30 TC —, No. 52 
t conference committee report to 


(2d) 329 (CA-6). 


™ See 
1235 and Philbrick, cited at footnote 35 
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By ABRAHAM H. SPILKY, New York CPA 
and PAUL HALPRIN, New York Attorney 


Embezzlers Ha 
many many thousands of years, 


I theft of a person’s property was treated 
with great severity. The tribal member and 
his civilized descendent alike realized that 
people could not live together peacefully 
unless the right of private ownership of 
property was protected. This right was en- 
forced by physical punishment ranging from 
death,’ to dismemberment,’ to incarceration.’ 
In many, if not all, jurisdictions, the thief 
would not only be punished corporally but 
would also be required to repay to the owner 
the value of the property stolen, or more.‘ 


46 IR 


Despite the value that people of all ages 
placed on their right to peaceful possession 
of their personal property, and the punish- 
ment meted out to the thief, there was one 
type of theft which always seemed to go un- 
punished, or else was punished very lightly, 
to wit, embezzlement.’ 


For a time it appeared that the embezzler 
would not fare so well when it came to his 
payment of federal income taxes on the pro- 
ceeds of This result 
achieved by the very broad definition of in- 
Court 
gain derived from capital, from labor, or 
from both combined, provided it be under- 


embezzlement. was 


come given by the Supreme 


1In the Middle Ages theft of even a small 
amount was a capital crime (32 American Juris- 
prudence, ‘‘Larceny,’’ Secs. 3, 157.) 

2In Arabia, even today, a thief is punished by 
chopping off his right hand for the first offense, 
his left hand for his second offense, and his 
head for the third offense. As a result, no one 
ever steals for a fourth time, and there is no 
need of a habitual-criminal statute. (See New 
York Penal Law, Sec. 1942.) 

‘For example, see New 
Secs. 1290 and following 

‘This statement is so well known and there 
are so many in the books of actions for 
the recovery articles stolen, or the value 
thereof, that citations are not necessary. In 
Biblical days the thief had to repay several 
times the value of the article stolen. Cf. 
Exodus, 22:1 and 22:3 

5In the early days of the common law, lar- 
ceny was a crime against possession. There- 
fore, one who previously had lawful possession 
could not be convicted of larceny. Until a spe- 
cial statute was passed making embezzlement 
a crime, the thief could not be convicted at all. 

As to larceny being a crime against posses- 
sion, see Rex v. Wills, 1 Moody 375, 168 Eng 


798 


York Penal Law, 


cases 


of 


November, 


ve Tax Problems 


stood to include profit gained through a sale 


or conversion of capital assets.’ 


Not all courts agreed with the holding in 
the Kurrle case, cited at footnote 6, For 
example, another court® held that an em- 
bezzler does not receive taxable income as 
a result of his embezzlement 
this decision was that the embezzler did not 
receive “title” to the embezzled funds. Hid- 
den in the decision is the problem of posses- 
sion, the same problem that worried the 
common law courts a few hundred 
Said the Fifth Circuit “He was still in 
possession as he was before.” 


The basis of 


years 
ago. 


This view was sustained by the Supreme 
Court shortly thereafter in the Wilcox case.’ 
The facts in this were that book- 
keeper had converted a sum of money for 
his own use, which money he had previously 
collected at various times in h 


case a 


Is Capacity as 
bookkeeper. He lost the money in gambling 
Che employer never condoned taking 
The embezzler was convicted and sentenced 


The 


missioner claimed that the funds constituted 


he 


to a term of two to 14 years. Com- 


taxable income under the Supreme Court's 


broad definition of income quoted above, be- 


cause of his dominion and control of the 


tep., 1309 (1833): State v. Cohen, 
39, 263 N. W. 922 (1935): Rea v. Banks, Russ. 
and Ry. 441, 168 Eng. Rep. 887 (1821). 

As to embezzlement, see The King v. Bazeley, 
2 Leach 835, 168 Eng. Rep. 517 (1799): Rex 1 
Sullens, 1 Moody 129, 168 Eng tep. 1212 
(1826); Rex v. Webb and Moyle, 1 Moody 431, 
168 Eng. Rep. 1332 (1835); Rea v. Snowley, 4 
Car. and P. 390, 172 Eng Rep. 753 (1830); 
Cooper v. Commonwealth, 110 Ky. 123, 60 S. W 
938 (1901); Commonwealth v. Hays, 14 Gray 
62 (1859). 

In modern 
by statute, by 


196 Minn. 


times this problem was solved 
including embezzlement within 
the statutory definition of larceny (See, for 
example, New York Penal Law, Sec. 1290(2).) 
* See Kurrle v. Helvering, 42-1 uste § 9357, 126 
(2d) 723 (CA-8). 
? Risner v. Macomber, 1 vusr« 32, 252 U 
189, 40 S. Ct. 189, 64 L. Ed. 521 (1919) 

* McKnight v. Commissioner, 42-1 ustc © 9450, 
127 F.. (2d) 572 (CA-5). 

* Commissioner v. Wilcoz, 
327 U. S. 404, 66S. Ct., 546. 


F 


Ss 


46-1 wustc { 9188, 
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Too 


The rationale of the Supreme Court in Wilcox was that dominion and control 
(possession) are not decisive in all cases as to whether embezzled funds 
constitute taxable income. Thus far there is nothing to indicate that the lower 
courts are trying to limit the applicability of the Wilcox rule and to hold that 
the proceeds of all criminal activity, even embezzlement, are taxable income. 


funds (again a problem of possession). Tl 
that as against a 
true owner, the 


bezzler is the legal owner while he 


¢ 
11 
il 


claimed 
the world except the 


Commissioner 
em- 
remains 
In possession 

The Wilcox 


dominion and control (that is, possession) 


rationale of the case 1s that 


are not decisive in all cases so as to consti- 
Che embezzler must 


have not only possession, but title or posses 


tute taxable income 


sion with a claim of right. If, at the time 
that the taxpaver received the m¢ mney or the 
property, he 


simultaneously becomes obli- 


gated to tl 


to the 


e owner to repay or to return it 
owner, the rece ipt thereof cannot be 
The Court em 
phasized the fact that under Nevada law the 
employer still had title, that he 


the mone or have 


said to constitute income 
could replevy 
it summarily restored by 
that the 
relationship was definite 


debtor-creditor 


ditional 


a magistrate,” and 
and uncon 
Chis emphasis on possession and title and 
was reiterated by the United 
Supreme 


claim of right 


States Court in a later decision, 


the Rutkin case Che taxpayer, Rutkin, and 


one Joseph Reinfeld were associated in a 


venture known as “High seas 


bootle reine 


venture Rutkin received a 6 per cent in 


terest in this venture without any capital 


investment to avoid “interference and trouble’ 


, 1 1 
By the time the venture liquidated 


Rutkin had received more than he 


Was 
Was en- 


titled to receive Reinteld and his associates 


then organized a wholesale liquor business, 


known as “Browne Vintners” in which Rut 

” Cf., decisions which held that income from 
illegal businesses were taxable: U. 8. v. Sulli- 
van, 1 ustc { 236, 274 U. S. 259, 47 S. Ct. 607 
71 L. Ed. 1037 (1927): Hall v. U. 8., 1931 CCH 
¢ 9133. 47 F. (2d) 127 (CA-5); Akers v. Scofield, 
48-1 ustc § 9249, 167 F. (2d) 718 (CA-5), cert 
den., 335 U. S. 823: Johnson v. U. 8., 43-1 vst 
¢ 9288, 318 U. S. 189, 63 S. Ct. H9, 87 L. Ed 


Embezzlers 


To avoid 
Reinfeld 
assignment 
In 1940 Reinfeld and 
Vintners. 


claimed a 6 per cent intere St. 
and trouble,” 
aid him $60,000 and received an 


“interterence 


ot his alle ged inte rest. 


his associates sold Browne 


In 1941 Rutkin demanded 
when Reinfeld refused, 


rouble” 


and 
and 
that 
Browne 
$100,000 for his 


this was refused, 


$10,000 
“interterence 
Rutkin claimed 
he had never sold his interest in 
Vintners and 
When Rutkin in- 
creased his demands to $500,000 and threat- 
ened harm to Reinfeld and his family if this 
not paid. In 1943 Reinfeld paid Rutkin 
$250,000 in cash and received a 
” The Court held this 
taxable as income to Rutkin 


began then 


demanded 


} 


share 


were 


“general re- 


lease money to be 


of thi 


The rationale of this case can 


best be 
illustrated by the following excerpts: 


[Rutkin’s] control over the cash 
} 


so received was such that, in the absence of 


Reinfeld’s unlikely repudiation of the trans- 

action and demand for the money’s return, 
[he] could enjoy its use as fully as 

though his title to it were unassailable. 


An unlawful gain . . . constitutes tax- 
able income wh ts recipient has such 
control over it that . . he 


derives readily 
aw Ree 


s when cash oe 


realizable economic value from it 


tations omitted.]| That occur 
is delivered in a manner which allows 
he recipient freedom to dispose of it at will, 
even though it 


fraud.” 


may have been obtained by 


704 Humphreys 1 Commissioner, 42-1 ust 
* 9237, 125 F. (2d) 340 (CA-7) 

‘Cf. New York Code of Criminal Procedure, 
Secs. 685-688 

Rutkin v. U. S., 52-1 ust 
130, 72 S. Ct. S71, 
72S. Ct. 1039 (1952) 


£ 9260, 343 U. 
reh'g den., 342 U. S. 952, 





Treasures of wickedness profiteth 
nothing.—Proverbs 10:2. 


The Court went to considerable pains to 
distinguish the Wilcox case, cited at foot- 
note 9, from this case. It pointed out that 
in the Wilcox case the embezzler had pos- 
never received title, whereas 
Rutkin was not an embezzler but an extor- 
tionist who received title from the victim, 
albeit unwillingly, but nevertheless good title. 

The Court the definition of “ex- 
tortion” under the New Jersey statute * and 
the federal statute,“ which reads in part as 
follows: 

“The term ‘extortion’ means the obtain- 
ing of property from another, with his con- 
sent, induced by wrongful use of actual or 
.” (Italics supplied.) 


session but 


quotes 


threatened force 

The emphasis on consent illustrates the 
common law difference between larceny and 
embezzlement, dependent upon 
whether the thief had prior lawful posses- 
sion or not.” 


which is 


These two cases appeared to have defini- 
tively settled this problem. Later cases were 
decided on the single issue whether the tax 
payer received “good title” from the victim 
or at least a “claim of right,” no matter how 
colorable 

Thus in two cases decided by the Eighth 
Circuit, the c¢ 
decisions on the 
good title to the 
taxpayer wrongtully 
sale of certain meat by-products from his 


yurt was careful to premise its 
fact that the taxpayer had 
money. In the first” the 
withheld proceeds of 


employer. The court here apparently de 


cided this question because the taxpayer was 
authorized to sell the meat, and he had title 


he sales proceeds which he diverted to 


his own use 


New Statutes Annotated 2: 127-4 

‘60 Stat. 420, 18 USC Sec 420e-l1(c) (Revised 
18 USC Sec. 1951(b)(2)) 

Cf. Commonwealth v 
30 N. E. 364 (1892); Regina v 
M. 632, 174 Eng. Rep. 666 
Snowley, cited at footnote 5: Rex v 
Russ. and Ry. 441, cited at footnote 5. 
footnote 5. 

’ Marienfeld v 
(2d) 632 (CA-8) 

Berra v. l 
590 (CA-8) 

%See J. J. Dix, Inc. v. Commissioner, 55-1 
ustc © 9495, 223 F. (2d) 436 (CA-2), cert. den 
350 U. S. 894, 76 S. Ct. 150, 100 L. Ed. 786 
(1955) 

19 UJ, 
"814 
(1931). In 


800 


Jersey 


Ryan, 155 Mass. 523, 
Evans, 1 Car. and 
(1842) Rex v 
Banks, 
See also 


§ 9489, 214 F 


I S., 54-2 ust 


.., 55-1 ustc § 9382, 221 F. (2d) 


S. vw. Kirby Lumber Company, 2 wst 
284 U. S. 1, 52 S. Ct. 4, 70 L. Ed. 886 
Commissioner v. Jacobson, 49-1 
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1958 @ 


was more like the Rut 
kin case in principle. Here a business man- 
ager of a union induced a contractor employed 
by it to overstate its bills and to give him 
the excess in cash. Since the money was 
given freely and willingly, title had passed 
and, thus, resulted in taxable income. 

Where there was a true embezzlement, 
and the taxpayer acquired possession but 
not title, the courts did not hesitate to apply 
the rule of the Wilcox case, cited at foot 
note 9." 


The second case ™ 


It should be noted at this point that in 
the Wilcox case the court emphasized the 
fact that the employer did not condone the 
embezzlement, and at all times held the em- 
ployee liable to return the full amount. It 
is not clear at this time whether the court 
had in mind that forgiveness of indebtedness 
created income ” or that the forgiveness was 
effective in passing title so as to give the 
embezzler that “claim of right” which caused 
the money to become taxable 
One of the reasons which may have in 
fluenced the Supreme Court in its decisions 
in the Wilcox and Rutkin cases is that Wil- 
cox was convicted of embezzlement and 
Rutkin of extortion in the respective state 
courts. 

The the Eighth Circuit 
did not base its decisions in the Martenfeld 
cited at footnote 16, and the Berra 
case, cited at footnote 17, on the conviction 


Circuit Court for 
case, 


or nonconviction of the defendants in the 
state court.” This point was not even dis 
cussed by the Circuit Court for the Second 
Circuit in the Dir We 

that because the taxpayer, | 


J. Dix, controlled the corporation, J. J 


case even 


Tacob 
Dix, 


may 
assume 


Inc., there was no prosecution. 
Another circuit court” did emphasize the 
element of control by the stockholders 


failure of 


the corporation, and the 


ustc © 9133, 336 U. S. 28, 69 S. Ct 
477 (1949), although decided later than the 
Wilcox case, the Court based its decision on 
the fact that Sec. 22(b)(9) of the 1939 Code. 
as amended by the Revenue Act of 1939, 
Ch. 247, 53 Stat. 862, exempted only forgiveness 
of indebtedness of corporations, provided they 
complied with certain conditions, thus im- 
pliedly emphasizing the taxability of the can- 
cellation of indebtedness of individuals 

* Berra was convicted of corruptly endeavor 
ing to influence witnesses before a grand jury 
and to obstruct, influence and impede due ad 
ministration of justice There is no mention 
in the decision as to whether Marienfeld had 


been prosecuted or not for the conversion of 
funds of his employer. 


358, 93 L. Ed 


'Kann ov. 
210 F 


Commissioner, 54-1 ust: 
(2d) 247 (CA-3, 19534. 


{ 9144 
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Embezzlers 





a practical matter, he derives readily real- by a government, political subdivision, 
izable economic value from it.” ™ agency or instrumentality ?™ 
Naturally if the embezzler is not taxed For the taxpayer to be entitled to the 
on the proceeds of the embezzlement under benefits of Section 1341, the answers to 
the Wilcox case, he would not have to claim questions (1), (2) and (3) must be in the 
the benefits of Section 1341 should he make affirmative, and the answers to questions 
restitution. (4) and (5) must be in the negative 
On the other hand, where the proceeds 
of the crime were taxed to the criminal Conclusion 
under the principles of the Rutkin case, Thus 
the relief provisions of Section 1341 would that the lower courts are trying to limit 
apply if the repayment qualifies under the the applicability of the rule of the Wilcoa 


section 


far, there is nothing to indicate 


case, and to hold that the proceeds of all 

The tests are simple; they require only criminal activity, even embezzlement, are 
answers to the following questions taxable income. 

(1) Was the item includable in gross Should such a trend develop, it would 
income in a prior taxable year because it not be the result of the proper application 
appeared that the taxpayer had an unre of legal principles, but of a desire to avoid 
stricted right to such item?” the stigma of letting a criminal “get away 

(2) Is the deduction allowable in the With it.” Mr. Justice Burton, in his dissent 
taxable year because it was established i the Wilcox case, argued that the pro 
after the close of the prior taxable year ceeds should be taxed to the embezzler 
that the taxpayer did not have an unre because the Internal Revenue Code allowed 
stricted right to use such item or a portion 4 deductible loss to the victim. This is 
thereof ?™ completely beside the point. Taxability 
to one is not dependent and could not 
depend upon the deductibility or nonde 
ductibility to another.* 


(3) Is the deduction in excess of $3,000?" 
(4) Is the amount includable in gross 


income because it was proceeds of sale or Tr . 
ms I rhe Supreme Court itself has set the 
other disposition of stock in trade of the P a 

; ludabl stage for this development. In a _ very 
‘ ) rs , t yroper able 1 “ 
RSs. ae ee ee pees se “ wat early case it said But taxation is not so 
1 nto ( } “lose 
in inventory if it were on hand at the close much concerned with the refinements of 


of the taxable year; or of property held — ¢itle as it is with actual command over the 


primarily for sale to customers in the ordi property taxed—the actual benefit for whicl 

nary course of the taxpayer’s trade or busi the tax is paid.” Therefore 

ness f° “He that diligently seeketh good seeketl 
(5) Is the taxpayer a regulated public favor: But he that searcheth after mischief, 


utility; and were the repayments required — it shall come unto him.” * [The End] 


“By a profession, such as the ministry, medicine, law, teaching, 
we mean much more than a calling which 

has a certain traditional dignity and certain other callings 
which in recent times have achieved or claim 

a like dignity . . . . The term refers to a 

group of men pursuing a learned art as a common calling 

in a spirit of public service—no less a public service because 

it may incidentally be a means of livelihood." 

—Roscoe Pound in The Lawyer from Antiquity to Modern Times. 


* Rutkin v. U. 8., cited at footnote 12 (a), deductible by the employer or other payer 
” Sec. 1341(a)(1) in certain instances (see Sec. 105(c)(d) and (e)) 
Sec. 1341(a)(2) other fringe benefits paid by employer which 
Sec. 1341(a)(3) are deductible by the employer and not taxable 
Sec. 1341(b)(2) to the employees (see Sec. 106). Other exam- 
See 1954 Code Sec. 1503(c)(1) ples should not be too difficult to develop 
* Sec. 1341(b)(2) ** In Corliss v. Bowers, 2 ustc $525, 281 U. S 
“Cf. rent on a personal residence, not de- 376, 50 S. Ct. 336, 74 L. Ed. 916 (1930), quoted 
ductible by the tenant, taxable to the land- with approval in Burnet v. Wells, 3 uste § 1108, 
lord; amounts received under workmen's com- 289 U. S. 670, 53 S. Ct. 761, 77 L. Ed. 1439 
pensation acts or damages for personal injuries (1933) 
nontaxable to the recipient (1954 Code Sec. 104 * Proverbs 11:27 
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The Sale of an Endowment Policy 


By RICHARD A. WILEY 


Two recent decisions, one by the Tax Court and one by the Court of Claims, 
seem to becloud rather than clarify the legal problem 

which was presented to them. They deal with the very new issue 

of securing capital gains treatment on ihe proceeds of an endowment policy 
when the policy is sold before maturity to a third person. 


recently been made 


T AXPAYERS have 
fully aware that the proceeds of sale ot 


endowment ici Or annuity con 


1 
t 
treate: 
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urt decisions appear to 
And, a> 
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Background 


been settle | 
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event oO 


surt idividually purchased 


end 


dowment policy an individually 


for its tace 


maturity or for its cash surrender value 


rt t 
wor t 


will result in ordinary u 


capital gain tor tedera 


») maturity 


come and not in 


income tax purposes, because such a trans 


“sale or exchange” of a 


the 
1 


action is not the 


capital asset within meaning of the It 


ternal Revenue Code 


Taxpayers have, however, always beer 


intrigued by the possibility of selling their 


endowment policies or annuity contracts 


prior to maturity to a third party other than 


the issuing insurance company in the hopes 


of realizing capital gain on the excess of 


the sale proceeds over their cost. In fact, 


there are a number of commercial com 


1 Bodine v. Commissioner, 39-1 ustc © 9450, 103 
F. (2d) 982 (CA-3), cert. den., 308 U. S. 576 
(1939) Frank J. Cobbs, CCH Dec. 10,628, 39 
BTA 642 (1939), appeal dism'd per stipulation 
111 F. (2d) 644 (CA-9, 1940); Frank Hawkins, 
CCH Dee. 14,212(M), 3 TCM 1135 (1944), rev'd 


Endowment Policy 


New York 
specifically offer to pur- 
uch policies and contracts, holding 
an inducement the fact that the gain 
> sale will probably be treated 


large cities, such as 


, which 


as cap- 
ital gain 

only one 
considered 
precise question. That decision by a 
gle Tax Court judge did that the 
? 


sale proceeds would be regarded as capital 


until 
decision had 


However, 
tax 


very recently 


ninor 
mino}r 


even 
this 


state 


Tax 
di- 
and 


at first sight, to 


ases the full 
Court of have 
the question 
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reached what appear, 
be completely 


in two recent c 
and the 


tly considered 


Claims 
very 
ave 
results 


: ¢ 1 » 
contradictory 


Tax Court Case 


in June 30, 1958, the Tax 
ips case held that the sale 

nt policy to a third party 
its maturity resulted in capital gain 

the the pro- 

the policyowner’s cost.’ 

sold 


partners 


Court in the 
of an endow- 
12 days prior 
excess of 


treatment of sale 


ceeds over 


endowment 
and treated the 
gain on the sale of the endowment policy in 
his income tax return as capital gain. The 
lreasury objected and that the 
gain on the sale should have been treated 
as ordinary The Treasury ad- 
vanced two arguments, both of which the 
lax Court rejected 


Phillips, a lawyer, his 


policy to his law 


claimed 


income 


on other grounds, 46-1 ustc § 9110, 152 F. (2d) 
221 (CA-5, 1945) 

2 Jules J. Reingold, CCH Dec 
20, 1941) 

‘Percy W. Phillips, CCH 
No. 87 


11,868-B (June 


Dec. 23,077, 


30 TC 


803 





Richard A. Wiley is a member 
of the Massachusetts bar. 


(1) The Treasury argued that, even though 
the endowment policy could be regarded as 
a capital asset, its sale to Phillips’ partners 
was a sham and could not be regarded as a 
exchange” within the 


“sale or 


Internal Revenue Code, 


genuine 
meaning of the 
The Tax Court disagreed and found that 
there was a genuine sale even though Phil- 
lips’ primary motivation in making the sale 
was to obtain more favorable income tax 
treatment for himself. 
that, even if 
within the 
Code, 
could 
have 


argued 
exchange” 
Revenue 


(2) The Treasury 
“sale or 
Internal 
of 
otherwise 
to the 
The policy, the Treasury 


were a 
of the 


there 
meaning 
nevertheless he sale 
not 
been 
into capital gain 
contended, provided for the accrual of in 
which, if paid 


the policy 
would 
policy 


convert what 


ordinary income mwhner 


terest at a guaranteed rate 
out during the life of the policy, would have 
ted as ordinary income in Phillips’ 


been reatead 


hands 

Phe Tax rejected this 
apparently on the theory that the 
is, the difference between the price 
ior to maturity and the agreed 
of the policy to Phillips, 
was probably not to 
during the life of the policy but rather to 
dividends or premium refunds paid out by 
the iutual life insurance company 


during the f the policy 


argument 
that 


received 


Court 


gain, 


on the sale pr 
net premium cost 


due interest accrued 


issuing 
life 


the 
two assumptior 


| 
this conclusion, 
} j 
have made 


In reac 
Court appears to 

(1) That the 
coul 
premium ¢ 
prior to maturity 
part of the gain 
tributed to 
premiums paid in by Phillips 


cash value of the pol 


) 
d not possibly have exceeded the 


ost at the time of the sale 
and that, theref 
the could 


earnings on the 


on sale 


interest 
That the difference between the 
and Phillips’ 
if policy dividends 
from mortality 


(2) sale 


St Was 


actual net cc 
which 


pI ceeds 
the 


derived 


1 
result ¢ were 


solely and expense 


experience more favorable to the insurance 


company than anticipated when the gross 


premiums were originally calculated 
assumptions, the T: 
on the fact that the 


introduced 


these 


heavily 


In making 


Court leaned 


government had not any evi 


‘Arnfeld 1 58-2 ustc 7 9692 (Ct. Cls 


July 16, 1958) 


804 November, 


dence showing the actual computation of 


the “cost” of the policy to Phillips 


One judge wrote a strong dissent which 


sympathy for the 


shows considerable 


lreasury’s position 


Court of Claims Case 


Apparently completely unaware of the 
Phillips case, two weeks later the Court of 
held in the that the 


gain the sale of an ontract 
prior to its 


Claims Arnfeld case 


on annuity ¢ 
three days maturity should be 
treated as ordinary income and not as capi 
tal gain.* 

same 
Phillips 


the 


advanced the 
the 
on 


Again the Treasury 
two had made in 
that the 
as ordinary 


arguments it 
case for holding 
should be treated 
Court of Claims rejected one 


sale 
lhe 


areu 


galn 
Income 
of these 
other 


ments but adopted the 
(1) The Claims disay 

Treasury and in effect a d with the 
i Phillips case in hol 


regarded 


Court of rreed witl 


the 
Tax ( 

that the contract should be 
asa capital asset which could be the 
Che Court of Claims, 


ere? 
ourt in the Ing 
annuity 
subject 
t a sale or exch 
that 


ange 


too, found the Ss 


>) urt 


(2) However, the ¢ 


accept the Treasury’s argument 


credited by 


te tl 


interest earnings being 


ing insurance « ri policy during 


its lite a 


oOmpany 
nuld be 


ordinary in 


which we available at maturity 


or On surrender as 


not be converted into 


sale to a third party 


capital 
In re ac] ! 
lly 


clusion, the court specifica 


t | 


contract as issued guaranteed 


terest of 3 
Or; 

Cour 
contradicted ‘ Court 
ing, cited the very recent decision 
United States Supreme ( 

vw. P. G. Lake, In 
nection with the 
in-oil royalty Pp 
held that a 


income 


assignment ¢ 


ivments, n 


Comment 


(‘ther courts may 
Claims’ position with 


ury s second argument, that is, that interest 


(Continued on page 841) 


> 58-1 1 * 9428, 78 S. Ct. 691, 356 U. S 
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How to Handle Good Will 


in an Insurance Agency 


By CHARLES W. TYE 


This article is written by a tax man with particular experience in the 
insurance field. He is with Joseph Froggatt & Co., Newark, New Jersey. 


hipaa. intangible 
many perpl Xi 


» a business 


because 


value 


ert 
perty 


Good Will 





and cannot exist separate and distinct from 
a going concern. Irrespective of this funda- 
mental concept, the Internal Revenue Serv- 
ice has not taken a narrow view of good 
will. The question of whether “good will 
value” is for tax purposes distinguishable 
from “going value” or “going concern value” 
is particularly perplexing, and may assume 
a heretofore unrealized importance in view 
of recent court decisions. 
to negative the proposition that good will 
apart from the business, 
it it may be separately bought 


These cases tend 
has no existence 
indicating th; 
and sold. In 
that was 

I 


» warner / 
brewmg and 


in some cases about all 
good will. See Seattle 
Malting Company, CCH Dec 
15,117, 6 TC 856, and Clarence Whitman and 
Sons, Inc. CCH Dec. 16,243, 10 TC 264 


tact, 


} 
SOE 


was 


The valuation of good will is 
plexing, it being almost impossible to estab 


lish a fixed ll 


most pei 


formula which will apply to all 
types of agencies with fairness and accuracy 
Then, too, it is important to distinguish 
between the of the valuation, that 
is, whether for internal use of the owners 01 
for tax purposes. It is probably advisable 
for the owners of the 
themselves as to the 


purpose 


agency to agree among 
good will value, 
if fair and reasonable is normally accepted 
However, the 


which 


by the taxing authorities 
Commissioner ot 
bound by 
determine the 


course, to the taxpayer's right o! 


Revenue is not 
may 


Internal 
agreed value, and 


himself, 


such an 

, f 
value subject, of 
appeal i 


deemed an ineé quitable value. 


The Internal Revenue Service, by rulings 
compiled in A. R. M. 34, 2 CB 31, 
valuing 
formulas are premised 


has 
established various formulas for the 
of good These 
upon the fact that a certain 
a representative pe 
tangible 


will 
portion of the 
average art Ss over©r 
riod of time are attributed to the 
and the re mainder In excess earnings 
good will of the business, The 
under A. R. M. 34 are to (1) 
the ave book value of tan 
gible assets, (2) determine the average net 
(3) deduct from the net earnings 


assets, 
due to the 
usual 
determine 


steps 


rage 


earnings, 


a percentage as the reasonable return on 
tangibles and (4) capitalize the balance ot 
excess earnings as value attributable to good 
This is predicated on the existence ol 


reflected in bevond the 


will. 
benefits earnings, 
return on tangible assets 

The Department 
split-rate formula for capitalizing earnings 
Thus, a rate of 8 per cent return on tangi 


Treasury has used a 


bles and 15 per cent for the remaining earn- 


ings has nonhazardous 


been applied in a 


business. An would be 
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placed in this category, although there ap 
pear to be no litigated cases involving an 
insurance agency. There are analogous cases 
when the Tax Court has applied the method 
set forth in A. R. M. 34. A review of many 
cases, however, discloses that application of 
the formula set forth in A. R. M. 34 has 
varied from the use of 10 to 20 per cent, to 
complete disregard for the valuation based 
upon capitalization of earnings. Of ec 
the personal service type ot business should 
will 


surse, 


normally show less good value than 


other although if the 
Internal Reve 


have ditt 


types of business, 
1s incorporated, the 
nue Service would normally less 
culty in establishing good will value since 
the personal effort and ability of the owner 
removed from the tax 


Che problem in these 


stockholders is once 
able corporate entity 


Situations is to ascertain where personal 


ability ends and good will, apart from per 
, 


sonality, begins. In this regard there is a 


conflict in the so-called 


saleable 


rhe problem is still being litigated 


cases as to whether 


quasi-protessional businesses have 


good will 


Good Will on Liquidation or Sale 


Indicative of the Internal Revenue Servi 


thinking as respects the personal service 
type of 


business, such as an insur: nce agency 
fact that the 
cases attempted to find good will value upon 


complete liquidation of the corporation, whicl 


is the Service in four recent 


would have materially increased the capital 
liability of the stockholders li 
involved 


gain tax 


three of these cases, one of which 


an insurance agency, the Tax Court found 


rood 


that the corporation possessed no 


Success Was du 


personal ability of the 


value since its 
individual stockhe 
ers. It 1s, of course, axiomatic that 


all the 


excess earning 


ability is not good will. In 


1 
} 


the court held that the 


was not due to will but solely t 
skill and 
In the 


to gross income the 


ownhel 
} 
added 


corp. 


ability the individual 


fourth case the Commissioner 
good will of the 
ration which, computed by the capitalization 
was found to be $109,384.60 
that 


corporation's 


earnings method, 
The held 


ability of the 


court although the personal 


two principal 
ockholders did not constitute good 
still the 
will apart from that ability 
that the 


liquidation 


othicer-st 


will, corporation possessed good 
However, the 
value dis 


$10,000 


found good will 
tributed in 
Should a 


the contention that liquidating value is en 


court 
was only 


corporate agency be taced with 


(Continued on page 840) 
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a basis 
for 





taxing 
corporate 


net 
By JOHN A. WILKIE income 


This article makes two proposals. One is that all states adopt 

a uniform system of taxation of the net income of corporations. The author 
defines several possible methods of uniformly defining the basis 

for tax jurisdiction, and recommends the one he believes is most rational 

and feasible for adoption by all the states. He also proposes, 

as an alternative to a uniform state law, that the federal corporate income tax 
be redistributed in part to the states in lieu of state income taxes. 


\ SURVEY of 1949 Wisconsin corp 
: rate net mcorme taxes shows tl 
the 10,309 taxpaying corporations in 
9401 or 91.2 per cent had 100 
me attributable to Wis 
determined under Wisconsin 
law) ho corporations, however, had 


t 
> 


. A } 
net taxable income of $2 


$5.6 million, or only 
2 per cent ot the total net taxable income 
only a slightly smaller per cent of the 

iss total tax. Thus, 908 or only 8.8 per 
cent of the total taxpaying corporations had 


less than 100 per cent of their income 
r mo 


all the states whi 
directly or indir« 


attributable to Wisconsin (as determined 
under Wisconsin law), but they accounted 
for $275.3 million or 52.8 per cent of the 


total net taxable income and a_ slightly 


taxable income 

wreater percentage of the gross total tax At the present time, 

(128 of these corporations with less than different practices bot! 

100 per cent of their income attributable what constitutes the basis 
to Wisconsin each paid a total Wisconsin to levy a net income tax and 


corporate income tax lability of over tutes a reasonable allocation 


wel 


$20,000 and accounted for $252.9 million net income derived 


Corporate Net Income 





Mr. Wilkie is a tax economist, Madison, 


Wisconsin. 


This article is based primarily 


on part of a Ph.D. thesis which he did at 
the University of Wisconsin under the 
supervision of Professor Harold M. Groves. 


within the state 
respect to state income taxes, the 


basis of jurisdiction may be upon the own 


able to sources taxing 


Even with 


“doing” 
than 


or the 
rather 


ership or leasing of property 
or “transacting” of business 


some 


particular income-producing ac 
t undertaken for the 
of ultimate profit 


upon 
! 


or ac which 1s 


rpose 


the states have not cooperated 


his problem to establish a uniform dé 


oO now 


finition of the basis for tax jurisdiction 


Some states have changed their laws so as 


to recognize any direct income-producing 


activity within the basis for 


jurisdiction No 


attempted to tax 


State as a 
has vet 
upon 
been shipped to 


state, however, 


a corporation solely 


the basis of goods having 


yet 


t 
customers located 


‘ 
té 


within the taxing sta 


from locations outside the state 


In this article an attempt is made to d¢ 
methods ot 


juris 


alternative 
basis for tax 
diction and to that 
is most rational and feasible for adoption 

all the states. An attempt 


this method specific meaning for 


fine several possible 


uniformly defining the 


recommend one whicl 
is also made 
to give 
generalize l 


application rather than mere 


statement. Altman and Keesling have recom 
mended that the only prerequisite for the 


jurisdiction be a source of income within 
and that this be defined to include 


located within the 


the state 


“property state, acts per 


formed within the state, or any other factor 


existing or occurring within the state 


The various differences in the basis 


state tax jurisdiction lead to variou 


de sit able 


results including 


(1) An underallocation or overallocation 


of taxable between the various states 
state A will tax 


the corporation’s taxable 


mcome 
involved. For example, 
100 per cent of 


income under its concept of tax jurisdiction, 


Altman and Frank Keesling, Alloca 
State Taxation (Chicago, 


(jeorge 


tion of Income in 


808 
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and state B 

taxable income 
diction. For another example, 
tax 90 per cent of the 


income on the basis of its tax 


some part of such 


under its basis of tax 
state X 


corporation's taxable 


juris 
may 


jurisdiction, 
part of the 


because the 


but state Y will not tax any 


corporation's taxable income 


corporation’s activities therein do not come 


such state’s basis for tax jurisdic 


within 
tion. While 


constitutional, they are 


ta 
may be entirely 


these results 


unneutral or partial 
such 


corporations and corporate competitors who 


in and of themselves and as between 


have 100 per cent ot their income taxed by 


one or more States, 


(2) An inequitable tax burden as between 
competitive taxpayers purely upon the basis 


of the presence or absence of “interstate 


oration (usually a for 


} 


commerce.” A cory 
eign corporation) which ts engaged 


“exclu 
commerce” and is not 
stat \ is F red 
as compared to a competitor ho derives 
all its from 


within the state A. This is particu 


sively in interstate 


subject to tax by 


” 


income “intrastate commerce 


single 
larly apparent where the corporation doesn’t 


¢ +} 


pay any state net income tax in other states, 


rates than those in 


or if it lower 


it it pays at 
State \ Neves 


paying no tax tor 


theless, the corporation 1s 


“opportunities aft rded 


\ to the 


ind protection provided” by state 


activities of “exclusive interstate 


(3) Discrimination against 


commerce which is combined wi 


commerce \ which 1s 
| 


engaged in 


State corporation 


both interstate and intrastate 


commerce may be taxable in those 


} 


where such commerce is pertormed 


corporation engaged “exclusively in 


state commerce” may not be taxed in th 


vhere no intrastate commerce 1s pet 
formed, The latter may thus be inequitably 


favored over the former 


Commerce Clearing House, Inc., 2d Ed., 1950), 


p. th) 
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(4) Musallocation ot 


activities 


resources 1n 
to 
compare 


In the 


due partly to a desire avo 


ich state corporate income taxe 


commerce 


with exclusive 


ot 


interstate 
interest Maimtamine or 
certain industry therein a st 
in the statute that 


performed ne tiie 


ate may declart 


tax certain activitt 


State, 
will not be 


g business” 


and equipment, 
deemed to be “doin 
effect th: 


The 
! 


Rave 


therein 
many corporations en 


in business 


m 
net 


activity such a state 


pay any corporate income tax 


exemption 


of leased property may als 


i similar effect Also, 


] 


resources ma\ 


isallocated because of an effort to mat 


activities W im an ~ cclusively inter? 


e commerce” would n 


subject to the ce 


nnece¢ costs 


Ssary 


Compliance 


New 
amended y tm 3 Laws 
exemption no k 

are currently imber of 


the state which do not 


Ye 


3, as 


However 


other a 


there 
an ctivities withir 


const 


ite doing 
not be 
for the 


the 


A foreign 
be doing 
of this articl 
of cash 
n is state or 


corporatior 


business 


balance 


c or securities kep 

a safe deposit box fe, Vv 
rented for 

llateral 


banks 


iult 
th purpose 
security or 
or trust 
members recognized 
safe keepir ; CF 
taking of ict 
iny broker 


pledged as co 


deposited 
with more or 
brokers are 
security ) 4 in 
or the 
bank or trust 


one companies 


of a 
custody 


accounts (c) on by an\ 


such comps or which 


Corporate Net Income 


Various 


l 
l 


expanding a 


such as owning 


and reasonable determination 0: 
to tax 
directly or 
Up to the 
if any, attempt to formul 
reasonable for 
Che matter has 
courts and the 
by 


a unilorm 


jurisdiction corporate 


, 
indirect! 


ne mcome 
state 
been 
a uniform 
jurisdiction to 


present 

ate 
standard 
been largely left up to 
administrators with little 
As 


tax 


guidance legislation 
tor 


contused 


basis jurisdiction 


with the bas 


qu 


Sources of Income 


It is fundamental 


to 


jurisdiction tax 


‘idental to the rendering 
todian service to such corps 
Y of the foregoing 
McKinney's Consolidated 

York, Annotated Book 
209.2 (Brooklyn, Edward TI 


This may affect the loc: 


bination 


oo 


offices as well 


purchasing 
goods and movable equipment 

o of incorporat 
practically ne 

or other 

The state 
the s 

performed or 
ularly if merci 

} ite where tl 


ted) 


State 


ited 
lav also be 
(par- 

ot defined 


s operations 


‘con 
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maximum profit either in the short run 


or in the long run. 

The various activities of a corporation 
which are undertaken for a profit may be 
classified generally in the following cate- 
(1) employment (utilization) of per- 
sonal service; (2) employment of tangible 
property (real capital); (3) employment of 
agents’ services; and (4) employment of 
intangible property rights and/or privileges 
In addition, income may be derived partly 
from (5) the location of effective demand 
(place of consumption) and (6) the origin 
of supplies and equipment purchased and 


employed 


gories: 


Employment of personal services.—To 
begin with, when a corporation is utilizing 
manpower in any income-producing function, 
it is usually engaged in activity directed 
toward an gain or profit. When 
a corporation hires personal services it is 
aimed at obtaining ulti- 

I 


| 
wherever t 


ultimate 


engaged 


mate 


In activity 


profit ieSse Services are 
employment of 
factory and administrative personne] is usu- 
ally fixed. The services of and 

curement 1 and to extent 
rsonnel are apt to be performed 


in differer ates than those in which the 
plants and admu 


performed. The place of 


sales pro- 


some 


executive 


; ] } 
istrative ¢ are ocate 


Any salesman’s activity which is 
r tl hain of events that 
lirectly to 


by the 


} 
an actual 


component part of the c 


directly or in 


leads sales is an 


activity engaged in corporation tor 


the purpose of obtaining ultimate profit or 
gain. Sucl 
effect 


in other 


activities may only indirectly 
sales of another area or areas located 
States may effect sales in later 
regularity of 


pertormed on a 


tax periods. The quantity or 
(whether 


sucl 


services 


salary basis is immaterial 


of the service performed 


commission ot 
It is 
which 


the nature 


determines whether it is an activity 


uimed at securing profit or gain 


This would be services per 
formed by the personnel engaged in pro- 
production, storage, distribution, 
and 
installation 


true also ot 
curement, 
managerial 
services, if 


promotion, administration 


activities Even 


only supervisory, are necessarily acts per- 


formed at a given place for a period of time 


5 See Pacific Fruit Express Company v. Me- 
Colgan, 153 Pac. (2d) 607 (1944), where it was 
held that the expenses for contract labor were 
necessary and should be allowed irrespective of 
whether the labor was performed by its own 
employees within the state or by others under 
contract out of the state The taxpayer, a 
railroad, contracted for the service of keeping 
its cars supplied ‘vith ice and under repair in 
conformity with the rules prescribed by the 
Association of American Railroads 
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Freedom is the priceless 
opportunity for self-discipline. 
—Dwight D. Eisenhower. 


in connection with a transaction for financial 
reward 

In lieu of hiring its own personnel to pet 
form certain income-producing functions 
such as advertising, selling, installing and 
purchasing and 
maintenance, a corporation May contract to 
them performed by an agent. The 
be utilized exclusively by the 


repairing, credit rating, 
have 
services may 
corporation and may be considered as acts 
or transactions undertaken by it for the 


purpose of securing ultimate profit or gain 


Employment of tangible property.—In 
addition to the utilization of personal serv 
ices, most corporations utilize some tangible 
property 
may be owned or The 
fixed or movable, may be 
idle; leased and used, 


in their operations. Such property 


leased property, 


} 


whether owned 


and used, or or idle; ' 
subleased 


Mobil 
] " 


rauroad 


lease d and 
per 1¢ rd 


ve ssels, 


owned and leased; o1 


+ 


for any part of the tax 


tangible 


property, such as 
rolling stock, trucks, 


and returnable containers, 


' 
airplanes 
located 


places during the taxing time 


buses, cars, 
may be 
at different 
period including several states and/or coun 
and e 
Che places where 


international 


any such 


tries ven some areas 


prop 


tor the 


tangible 


} 


is utilized by the corporation 


purpose of obtaining profit may be 


ultimate | 


considered an economic situs of sucl 


erty Inventories may be 


states while in 


process, and 


as su 


of a corporation’s activities 


Goods may be shipped by suppliers o1 


consignment to the manufacturing corpora 


tion. In such cases the supplier is engaging 


1 


in activity within the state where suc 


goods are stored for transfer to the buyer 


as he requests. This may be at the buyer’ 
own plant, 


warehouse or other premises, 


an independent 
Various 


maintenance of 


in a public warehouse or in 


agent’s warehouse or stockroom 


supply items used in the 


® The location of property, whether owned or 
leased, which is temporarily idle or abandoned, 
or on which construction in progress is a basis 
for jurisdiction 

*In one specific case, the raw material of one 
corporation was in the possession of another 
corporation which was processing it under con- 
tract and then forwarding it to the first cor- 
poration for use in its manufacturing or for 
resale 
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fixed capital or replacement parts are actual 
components in the ordinary processes that 
the corporation undertakes to 
pecuniary profit. Both “goods in process 
and “finished inventories may be 
located in several states at a plant, a ware- 
house, public 
warehouse. The storing of goods in a public 
warehouse or independent office 
consignment is an com- 


secure a 


o 
gor rds 


office, sales branch, or a 

agent’s 
actual 
ponent part of the activities of a corporation 


Or Car on 


in a state directed toward the obtaining 
. r 
of an ultimate profit or gain 


Employment of agents’ services.—!n addi 


mn to employment of personal services and 
of tangible property, 
igent, broker 


ownership or lease 


the corporation may engage an 


or other representative (even though on a 


nonexclusive basis) to perform various acts 


1 


is eng 


purpose o iring an ultimate 


pront tor oration 


Employment of intangible property rights. 


} + ; 
Corporations may aiso exercise certaim 


intangible property within a_ state 


several stat 
ights, 


and 


copyrights, tra narks, trade names, 


usually articles 


franchi 


In addition, ; 


mcorporation, 
the 

1 

ration may possess bank 

bank 


secure d 


state 


se or | } granted by 


deposits, secured loans, rented safety 


deposit boxes, or debt or equity 


agent 


capital obtained by or through an 
’ Even the providing of sample products and 
display of advertising materials to salesmen or 
agents within a state is an activity to facilitate 
sales of a corporation's product or services 
observed that a 
given tax 
that it 


*It may be 
taxable income in a 
increased by the fact 


company's net 
period may be 
has sales to cus- 


Corporate Net Income 


or representative from residents of various 
states. The corporation may have invested 
in the stock of another corporation or in 
a partnership or joint venture for the pur- 
j net return upon such 


pose Or securing a 


investment 


Location of effective demand.—It should 


also be observed that in an exchange econ- 
omy, there can be no realized exchange or 
sale without a buyer as well as a seller. All 
realized pecuniary profit or gain (or loss) 

the re prop- 


services 


ult of a sale or exchange of 


(tangible or intangible) o1 


Without the 


the activity 


effective demand of the buyer. 


the selier 
income 


demand 


a buyer 


Origin of supplies and equipment pur- 
chased and employed.—Nearly every busi 


ne ises vario ipplies in 


tomers located in where it 
personal services or property 

”It may be observed 
taxable income in a 
largely traceable to 
of certain raw 
uses considerably 


states utilizes 

that a company’s net 
given tax period may be 
a drop in the supply price 
materials or other supplies it 
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has a purchase office outside the state of 
origin of the supply is treated comparably 
with the corporation which has a purchas- 
such state of of its 


ing office in origin 


supply 


multistate 
corporate income may be generally defined 


In summary, the sources of 
as where the personal services of employees 
or exclusive agents, tangible property, and 
and impersonal s¢ rvices ot inde- 
agents are employed (utilized); 
property rights and privi- 


personal 
pendent 
where intangible 
leges are exercised: where effective demand 
source is located; and 
and equipment purchased 
and employed originate, each with the 


for the product or 
where supplies 
ulti 
objective of increasing 


mate securing ofr 


t or gain 


Power of State to Tax 


Having considered the “sources 


income’ t 


various 


irporation, we now turn 


he power of the state 
income and when it 
To begin witl 


impose a 


exercised 
corporate domicile may 
measured by the corporation’s ent' 
regardless of its source.” We 


here, | 


a state 


tax on 


net income, 


are concerned wever, with the 


power ot a State to tax a 


' 


corp ration’s net 


income derived from or reasonably attribut 
able yu within 


the Constitution 


state In the 


mngress is granted the power 


1 Lawrence v. State Tax Commission of Mis- 
sissippi, 1 stc § 226, 286 U. S. 276, 52S. Ct. 556 
(1932) 

*See Constitution, Art. 1, Sec. 8, 

West Publishing Company v 

al. (2d) 705, 166 Pac. (2d) 861 

3. 66 S. Ct. 1378 (1946): and United States 
Glue Company v. Town of Oak Creek, 1 st 
7 245, 247 U.-S, 321, 38 S. Ct. 499 (1918) 

“ Twenty-five states tax income directly 
They are Alabama, Arizona, Arkansas, Cali- 
fornia Colorado, Delaware Georgia Iowa 
Kansas, Kentucky, Louisiana, Maryland, Minne- 
Mississippi, Missouri, New Mexico, North 
Carolina, North Dakota, Oklahoma, Pennsyl- 
vania, Rhode Island, South Carolina, South 
Dakota, Virginia and Wisconsin. In California, 
Minnesota and Pennsylvania, the tax imposed 
directly on net income is imposed only on cor- 
reached by the tax measured by 


Par. 3 
McColgan, 27 


aff'd, 328 U.S 


sota 


porations not 
net incom 

This is the situation in 12 states and the 
District of Columbia out of a total of 37 states 
and the District The states are California 
Connecticut, Idaho, Massachusetts, Minnesota, 
Montana, New York, Oregon, Pennsylvania 
rennessee, Utah, and Vermont 
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taxed, the tax, if wnposed directly on income 
(such as in Wisconsin), does not violate the 
commerce though a part of 
the income or it is derived trom 
“interstate commerce.” Where this type 
of direct income tax is imposed, the dis 

intrastate and 


commerce is not material as long as the tax 


clause even 


even all of 


tinction between interstate 


is nondiscriminatory. 


which tax 
tax is levied 


business” or 


those 
income directly,” the 
doing 

with net 
tax.” Where there 


a state 


In addition to states 
corporate 
upon the “privilege of 
income 


the “doing of business” 


only the measure of the 


intrastate such 
and the only 
with 


privilege of 


is no commerce in 


activity there is in connection 
commerce, the tax on the 


held 


since it 1s 


interstate 


doing business has been 


the commerce clause 


” 


sively in interstate commerce 


United 


‘ourt is nevertheless, economic 


tax as interpreted by the 
Supreme ( 
speaking, discriminatory against or unneu 
tral 


is engaging entirely or 


with respect to the corporation which 


partly in “intra 


state’ com rce within the state 


It is modificatio 
t by 


concept of “doin 


possible by statutory 
judicial interpretation that 


business” within a 


distinguished from. the 
right) of 
commerce may be so defined as im 
prac ft ] all he ; thle id , wcls 


} 
f 
i 


“ ! 
privilege 
} 


engaking Cx t 


usively in intersta 


( 
ude 


character. 


Company v, Com- 


®* Alpha Portland 
monwealth of Massachusetts, 1. s1 € 246. 268 
77 (1925): and 


U. S. 203, 45 S. Ct 77 


Connor, 2 s € 200-044 


Cement 


Spector 
lotor Service Ine wv. ¢ 
340 U. S. 602, 71'S. Ct. 508 (1951) 

‘A nondiscriminatory tax on activities which 
are components or “‘incidents’’ of interstate 
commerce no more affects interstate commerce 
than a tax on property used in 
See Memphis Natural Gas Company 1 
2 stc { 200-030, 335 U. S. 80, 68 S. Ct 
(1948) For a later contrary 
Motor Service, Inc 
note 16 However, see the 
of Justice Clark in this case 

“The Court does not ask v. hether the State is 
merely asking interstate commerce to pay its 
way, or whether the State in fact provides pro- 
tection and services for which such commerce 
may fairly be charged Nor is the Court con 
cerned whether the tax puts interstate business 
at a competitive disadvantage or is likely to do 
so Instead, the tax is declared invalid simply 
because the State has verbally characterized it 
as a levy on the privilege of doing business 
within its borders Spector remains free 
as it has since the tax law was adopted in 1935 
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such commerce 
Stone, 

1475 
view see Spector 
cited at foot- 


dissenting opinion 


v. O'Connor, 





tion may derive income from a source activity such as the 

within a_ state without the corporation f any tangible property 
engaging directly in any activity within the use of any service performed 
State (see page 811). Therefore, “doing busi employees or by any agent or 


ness” should be extended to tnclude tnd: tive in whatever capacity, or the exercise 
rect acts through various income-producing any power, right or privilege, blic 


] 


agents and the place of consumption and private, within the state directly or ind 


In’t 
could also change their taxes to be, or make any difference whether such activity 


1 
possibly the origin of supplies. These states rectly benefits from the state.” It shoul: 


adopt supplementary taxes, directly on in- is “isolated,” “occasional” or “incidental 


come derived from any source within their \ state whicl 


borders in order to reach income derived — supplier, if included as 


protects the buyer 


from sources of multistate income not other also benefits the corpor 
wise taxed (including that income derived a corporation promotes, 
exclusively from interstate commerce).” rders over the telephone 


4 mail from 
commerce clau 


bein 


Current Practice 
in Determination of Tax Jurisdiction * 


\m 
a state, 


timat 
late 


(Footnote 17 continued) 


from paying 


ind its tax-fre unreasonable 


yusiness 
ticut renames or reshuffles its ite br . 


Connecticut uses the words ‘‘carrying on or 
daing business Section 1896 of Connecticut 


General Statutes Ceffective October 1 1951) 
defines th to nelude each and every act 


power or privilege exercised in this state 
as an incident to, or by virtue of, the powers ” Carolina, 


, 
~~ 90m (1031 
and privileges acquired by the nature of any Ct. 385 (1931) 
organization whether the form of existence b For example 4 
corporate, associate, joint stock company or driving nonstop thr6& 
fiduciary ng his service for 
hein: toctos 
This definition is apparent: ased upon the eins protected by 
: vehicle is likewise be 
built and maintained 
inder a franchise 
W isec 


9 1a 
oo), OLS 


rationale of Memphis t 1 Gas Company 1 


Stone, in which the Court 


We think it the state \N in its con- 
stitutional rights in exacting compensation 
under this statute for the protection it affords 
the activities within its borders. Of course, the See John A 
interstate commerce could not be conducted state Income Under State Corporate 
without these local activities But that fact is Tares (Ph.D. Thesis. University of 
not conclusive These are events apart from March, 1956), Vol. I. pp. 46-66 
the flow of commerce This is a tax on activi Appendix I Circumstances Const 
ties for which the state, not the United States Business With Franchise Incon 


Corporate Net Income 





Justice cannot be produced through 
any system of procedures alone. 

In the main it is, and must always 
be, the product of long hours 

of hard, diligent, painstaking 

labor by highly competent, 
experienced, careful and practical 
lawyers. The practice of law 
is a deliberate science and must be 
recognized as such. Its product 
will not be any better, regardless 
of the system used, than 

the lawyers who do its work.— 
Charles E. Whittaker. 


business. Six other states merely have a 
Three simply 


use the phrase “doing business”; 


general phrase in the statute. 
one “carry 
one “property 
business transacted within the 
doing 
ness in the state or having capital or prop- 
erty employed or used in the state.” In 
general, all these states require some intra 
done in 
to be subject to tax. Wholly inter- 
state commerce is not sufficient in itself as 
What constitutes intrastate 
commerce is not always comparable among 
the states 

a “bona-fide 


ing on or doing business”; 
and 


; and 


located 


state” one “privilege of busi- 


state business or commerce to be 


order 
a basis of tax. 


For example, what constitutes 
office”? Property located in a 
Solicita 


traveling salesmen may 


or may not be sufficient 
orders by 


State may 
tion oft 
or may not be 
within a 


doing busine ss 
District of 
approved as “commercial 

Generally, the activity within 
must be regular, substantial and 
contrast to 


considered 
state In the Colum 


been 


bia it has 
activity.” * 
the state 


continuous, in occasional, in- 


cidental or isolated. 


The criteria for doing business within a 
state is not always the same as that for 
doing business outside the state. The prac 
tice in statute and regulation as admin 
istered and interpreted by separate 
court decisions results in considerable di- 
versity of treatment of similar circum 
The courts may not 


state 


stances.” confine 


*% See Neild v. District of Columbia, 110 F. 
(2d) 246, 251-252 (CA of D. C., 1940). 

“For articles on the legal status of doing 
business see David Fuss, ‘‘What Doing Business 
Means Today,'' 1949 Proceedings of National 
Association of Tax Administrators, p. 14; J. R. 
Hellerstein, ‘‘State Franchise Taxation of Inter- 
state Business,”" 4 Tax Law Review, 95-116 
(1948); William Watson, ‘Allocation of Business 


Income for State Income Tax Purposes,"’ 25 
814 
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themselves to cases under similar tax stat- 
utes but may cite indiscriminately 
and without an attempt to distinguish the 
particular class of statute involved. This 
is due perhaps to the fact that in any event 
the question is very largely one of fact.” 


cases 


Among the states which tax directly 
upon income there is also a wide divergence 
of what constitutes a sufficient 
jurisdiction In general, the statute refers 
to the income derived from property located 
within the state and the business done. Ot 
the 25 states with taxes directly on income, 
16 include the “property located 
within the and two use the phrase 
“property within the state.” In 
three property is included in 

within the state.” In 
would 


basis for 


phrase 
state” 
situated 
ther states, 
the phrase “sources 


three other states, property have to 
be included, if at all, in the phrases 


“dome 


“carry 


ing on of business,” business or 
having an income within the jurisdiction ot 
the state.” or “trade 


within the state.” In 


carried on 
expressing “doing 


business 


business” or “business done,” five states 
“business carried on 
(or in) the state”; four use 
acted within the state”; 


within the state”; and one each in 


within 
“business trans 
two, 


use the phrase 


“business done 
“business 
within the 
“business done, activities or sources within 
within the state ex 
commerce,” 


done and/or transacted state,” 


the state,” “business 


clusively in interstate “doing 


business or having any income trom sources 


within the state,”’ “business carried on in 


the states,” “income earned within the 


state,” “carrying on of business,” “trade or 
business carried on within the state,” “busi 
within the state.” 


ness activities carried on 


One carried on within the 


Another 


“activities 


uses “activities 


state” uses 
“carrying on activities’; another, 


or transactions for the purpose of financial 


profit’; and another merely, “sources within 
Three of the states have defini 
Statute 


Pennsylvania). In 


the state.” 


tions in the (California, Georgia 


and general, all three 


refer to income derived from any activities 
carried on within the state regardless ot 
it is carried on in intrastate, inter- 


Two 


whether 


tate or foreign commerce.” states 


Minnesota Law Review, 867-878 (1941); and 
L. M. McBride, ‘Jurisdictional Aspects of State 
Income Taxation,’’ 17 TAXES 197-199 (April, 
1939) 

% See W. M. Fletcher, Cyclopedia on Corpora- 
tion (1933), Sec. 8465 

2% In Stockham Valves and Fittings, Inc. v 
Williams (see 21 Tax Administrators News 129 
(November, 1957) (Chicago, Federation of Tax 
Administration)), the Georgia Supreme Court 
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(Colorado and Arkansas) have definitions 
in their regulations. They differ in content, 
however, with Arkansas using a_ broader 
income-producing-activity basis. 


states, the meaning of 
other statutory 
up to the corporations and 
and in 
\ presumption may be made that 
the fact that a corporation is qualified or 
licensed to do business in the state is evi- 


he state 


In the 
de Ine 


remaining 
business or 
phrase is left 
administrators 


some 
some instances the 
courts 


dence that it is doing business in t 
Still a corporation may be doing business 
in the state for income tax purposes 
though not licensed.” 


even 


There 


qualified or 


is divergence of practice among the 


¢ 


or group of states as to whether a “reg 


place of business,” employment of traveling 


salesmen on a regular basis or maintenance 


of a stock of goods on consignment or in 


a public warehouse is sufficient to establish 


tax jurisdiction 


that 


does divergence exist between the 


In general, it may be concluded 


not only 


bases for tax jurisdiction of franchise taxes 


measured by net income and taxes directly 


(Footnote 26 continued) 
ruled that the state may not 
tioned income tax on a 
which maintained only a 
state which was used as headquarters by one 
of its sales representatives who spent about 
one third of his time in that office or traveling 
in the state The office was staffed by one 
clerical employee and contained a small amount 
of furniture, the firm's only property in the 
state The company's representative solicited 
within the which were subject to 
acceptance or rejection by the home office 
located outside the state All sales were com- 
pleted on an F. O. B. warehouse basis and 
were completed at warehouses outside Georgia 
by deliveries to customers or to common carriers 
consigned to customers The Georgia tax was 
imposed on the net income of domestic and 
foreign corporations owning property or doing 
business in the state. A corporation is deemed 
to be doing business in the state if it “engaged 
in any activities or transactions for the purpose 
of financial profit or gain whether or not 
any such activity or transaction is connected 
with interstate or foreign commerce The 
court held that the company engaged exclu- 
sively in interstate commerce in Georgia: dis- 
missed a contention by the state that a net 
income tax does not stand on the same basis as 
a license, occupation, franchise or privilege tax 
on interstate commerce: and held that the tax 
as applied here violated both the federal 
merce and due process clauses based upon 
several United States Supreme Court rulings 
This case is being appealed to the United States 
Supreme Court by the state 

*See Wisconsin Administrative Code 
2.69 On the other hand, Delaware 
corporations maintaining a statutory corporate 
office in the state but ‘‘doing no _ business” 
within the state. In effect this exemption offers 


impose an appor- 
foreign corporation 
sales office in the 


sales state 


com- 


Tax 
exempts 


Corporate Net Income 


upon income, but also among the states 
one or the other form of corporate 


using 


net income taxation. 


Basis for Uniform and Reasonable 
Determination of Tax Jurisdiction 


There are discussed here four major, 
different bases for the uniform and reason- 
able determination of tax jurisdiction. They 
are (1) the : (no 

(2) the 


its representative in 


income” basis 
of the 
whatever ca- 
“property 


“source o! 
“activities corpora 


pacity” basis (Georgia); (3) the 
basis (Cali- 


and 


sited and activities carried on” 
and (4) the 
substantial 


fornia); “property sited 
; 1 ‘ ” 28 
regular place of business” basis. 


he “source of income” basis, as the 


1 


author sees it, should include 
owned or leased 
the corporation which is physically lo- 


tangible pr 


1) any I perty 


the state for any part of the taxing 
xl and held or used for the purpose of 


»btaining an ultimate profit; ° 


> . 1 
<) any service per! 


taxing period 


state durin 


g any part ot 
protection to a substantial 
ness Equitably and economically 
tection should be allowed 

*% Each of the four bases for tax jurisdiction 
given would apply whether or not the corpora- 
tion is incorporated in the state, whether or 
not the corporation qualifies to do business in 
the state under qualification statute or 
statutes, and whether or not such activity 
or transaction is connected with interstate or 
foreign commerce. To facilitate administration, 
an administrator may establish a rule which 

presumes that the fact that a corporation is 
qualified or licensed to do business in the state 
is evidence that it is doing business in the state 
It is recognized, however, that a person or 
corporation may be doing business in the state 
for income tax purposes even though not quali- 
fied or licensed (See Wisconsin Administrative 
Code, Tax 2.69) 

* See pp. 810-811 for detailed descriptions 
For administrative reasons, the mere presence 
of goods in transit in mobile property within 
a state should not be considered a ‘‘source of 
income” sufficient for tax jurisdiction In the 
case of airplanes which merely fly over the 
state, such tangible property is not considered 
as located within the state unless they make 
landings and have take-offs from the ground 
space located within such state 

With respect to vessels, they are not located 
within the state if they are navigating only 
within or through waters which are made inter- 
national for navigation purposes by any treaty 
or agreement to which the United States is a 
party (from 19 Minnesota Statutes, Annotated, 
Sec. 290.0341) (West Publishing Company, St 
Paul)) The situs of tangible property should 
be the same here as under the property factor 
of the apportionment formula for _ unitary 
business 


incorporation busi- 
no such pro- 


some 
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by any officer or employee of the corpora 


tion for the purpose of obtaining an ulti- 


mate profit; ” 
within the 
taxing period indi- 

agent of the corporation in 
city for the purpose of obtain 
ing an ultimate profit; ” 

(4) any securities, 
trade-marks, 


(3) any act performed state 


during any part of the 


rectly by an 


whatever capa 
patents, copyrights, 
other intangible 
situs” 


tranchises or 


property which have a “business 
within the state, which arise out of unitary 
business activities within the state (such 
bank deposits), 
“stock in trade” in business 


activities within the 


as accounts receivable or 


ee 1c are 


state; 
(5) any 


trade-marks, trade 


other intangible 


securities, patents, copyrights, 


lames, tranchises o1 


property not included in 


See p. 810 for 


the relationship of 
exists when the taxpayer has the right to con- 
trol and direct the individual not only as to 
the result to be accomplished by him, but also 
as to the means by which such result is accom- 
plished. The situs of personal services should 
be the same here as under the payroll factor of 
the apportionment formula for unitary business 

See p. 811 for a description A 
ration instead of directly performing 
essential income-producing functions with its 
own employees may contract with others to 
have them perform part if not all of these 
income-producing functions. The effect of this 
provision is to put indirect acts on a comparable 
basis with direct acts so that competitors which 
benefit either directly by the opportunities 
afforded and protection given to its own em 
ployees and property or indirectly from the same 
protection being given to their economic agents 
are treated similarly 

‘Business situs’’ of intangible property may 
mean where intangibles are pledged as securities 
for payment of taxes incurred in 
with a separate business in a given state and 
when the intangible arose out of activities of a 
separate business operation the income of which 
is derived from sources within a single 
diction (such as accounts receivable and 
deposits) 

The basis for a uniform 
commercial domicile is 
on the basis of the 
tion activities as 
the tangible 


description 
employee and 


Generally 
employer 


corpo- 
eeriain 


connection 


}uris- 


bank 


determination of 
recommended as being 
primary locus of the corpora- 
indicated by the average of 
property and payroll apportionment 
factor ratios, except where tangible property 
is not a material income-producing factor, in 
which case only the payroll factor would be used 
*See p. 811. In most cases the place 
the product or service is received and 
sumed is the destination point of delivery (any 
shipper taking title shall be treated as an agent 
of the The situs of the sale or ex- 
change should be the same here as under the 
receipts factor of the apportionment formula 
based upon a destination basis.—One source of 
the income of any firm in an exchange or trad- 
ing economy, namely the origin of supplies and 
quipment purchased and/or used during the 
tax period, is omitted mainly because of the 
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(4+) above, and which are owned by a co: 


poration whose commercial domicile (as 


defined in this statute) 1s within the state; 


(6) anv sale or exchange where the “stock 


in trade,” whether tangible or intangible, 
is delivered to a destination within the state 
rendered within 


or where the service 1s 


the state.” 


The 
representative in whatever capacity” 
differs from the 
method in that it doesn’t include 
here the 
delive 


“activities of the corporation or its 


basis 


above “source of income” 


sales 
exchanges tangible or intangible 
destination 


indirectly 


property is not red to a 


within the either directly or 


through an agent of the corporation in 


whatever capacity which ts utilized by the 


corporat obtaini n 


purpose ot 


an ult 


difficulties of ascertaining the many 


origin of such purchases The place of origin 
of purchases should not be confined to the place 
where purchasing activities may be carried on 
just as the place of demand for products should 
not be confined to the place where marketing 
activity takes place This treatment here of 
the place of origin also coincides with the 
treatment of leaving it out of the apportion- 
ment formula for unitary business 
Based upon Georgia Code Sec. 92-3113 (1933) 

Code as amended by Act 717, Laws of 
which provides that every corporation would be 
treated as doing business within the 
therefore subject to either the franchise tax or 
the net income tax if it (or its representatives 
in whatever capacity) engages within the st 
in any activities (or transactions) for the pur 
pose of financial profit or gain Activities for 
the purpose of financial gain or profit’’ would 
not be confined to acts engaged in within the 
state which actually result in a financial profi 
or gain The acts engaged in for the purpos« 
of financial profit may actually result in a loss 
Nevertheless, it is the basis for tax jurisdi on 

The phrase ‘‘or its representativ n whate, 
capacity is included to cover the activities 
an agent, salesman or other representative in 
whatever capacity who engages in solicitation 
demonstration, taking of orders or any other 
promotional activity which results in the shi} 
ment of goods to or transmittal of re 
customers within the taxing state. (See Opinion 
of the Attorney General, State of Georgia, dated 
October 11, 1951.) Thus, an independent factor 
or dealer and a broker may secure orders as 
representatives of th which re 
sults in the corporation's shipping goods to cus 
tomers within the state Such an operation is 
considered doing within the state 
by the corporation 

Isolated or occasional activites which are inci 
dental to the 
activities elsewhere are not considered sufficient 
by Georgia for the corporation engaged in ther 
to be doing business in the Just what 
constitutes “incidental” is not defined 
Georgia's statutes or regulations But see the 
ruling of the Georgia Supreme Court, cited at 
footnote 26, for the particular case 


places of 


1949-50 


state and 


ate 


eipts from 


corporation 
business 
corporation's 


income produ n 


state 
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\ third alternative basis for tax jurisdic- 
tion is the “property sited and/or activities 
. This method has the 
from the “source of 
method of not considering the 


carried on” basis.” 
additional 


income” 


difference 


activities of independent brokers and dealers 
acting as representatives of the 
tion within the taxing state. 
must be those of representatives of the 
corporation who have an employer-employee 
with the corporation. If the 


stock of within 


corp ra- 
The activities 


relationship 
corporation 
the state from 


has a goods 
which orders are filled, then 
Thus, a corporation, by keep- 
ing its stock of goods just outside the tax- 
ing state and through 
independent dealers, can avoid being liable 
to the net corporate 
Under this 
the state must be 
continuous Thus, 


it is taxable 


obtaining orders 


income tax of such 


state. basis, activities within 


regular, systematic and 


and occasional 


incidental to 


isolated 


activities which are income 


producing activities outside the taxing state 


are not considered a basis for tax jurisdiction 


The fourth and 


“property sited (or 


last proposed basis of 
located) and 
place of substantial business”’™ differs from 
the other three 
activity of the corporation must be 
maintaining a regular 


business within the 


1 
a regular 


given above 


place of substantial 


taxing state.” 


All of the four proposed bases for juris 


diction to tax which are suggested above 


would be interpreted and uniformly applied 
to all concerned by that 


states requiring 
and the 


handled by 


disputes between the states 


payer involved either be 

* Employed in the corporate net income tax 
in California, the property tax on net income 
in Pennsylvania and the District of Columbia 
franchise tax measured by net income 

‘A regular place of substantial business may 
be defined ordinarily as any ‘‘bone-fide office’’ 
(other than a statutory office), factory, ware- 
house or other which is regularly used 
by the taxpayer in carrying on its activities 
The mere consignment of goods to an independ- 
ent factor (dealer) for sale at the consignee’s 
discretion would not constitute a regular place 
of business Where goods are stored by the 
corporation in a public warehouse, or a ware- 
house which is owned or leased by the corpora- 
tion until they are shipped to customers either 
within or without such state, the warehouse is 
considered a regular place of business’ of 
such corporation. A ‘“‘bona-fide office’’ may not 
only be an office which is maintained in the 
name of the corporation in either owned or 
leased quarters, but may be an _ individual’s 
home, hotel room or somebody office 
The mere solicitation of orders through traveling 
salesmen, even though regularly engaged in is 
not considered ‘‘doing business within the taxing 
state’’ or ‘‘doing business outside the taxing 
state."". Such salesmen may be employees or 


space 


else's 


Corporate Net Income 


agreement or by adjudication by a multi 
board or court. This would assure 
that a given set of circumstances would be 
treated similarly by the 
involved.” 


state 


state or tates 


Comparison of Methods 


One hundred per cent allocation of in- 
come.—Any of the 
uniformly applied by all the states involved, 


above four methods, if 


would assure that a corporation would have 
This 


assumes that the apportionment factors of 


a 100 per cent allocation of its income. 


the apportionment formula are defined con- 


sistently with the basis of jurisdiction to tax 


Removal of discrimination.— 
four methods of determining 


come tax jurisdiction, if uniformly adoy 


and involved, 


} 
aiso remove cert 


applied by all states 
iin discrimination 
between ct 


Che “source of income 


currently pre vails mpetitive cor 
met! 


ild remove discrimination whicl 


currently pr ils ( ainst corporations 


located en 
taxing = (2) 


which 


whose income 


t 


agains 
may source oO 


cated in 


several stat id wh 
sular place of i 


lower tax 


rate even tf income 


as defined method) in such state 


The second method or the “activities of 


the corporation or its representative in 
agents of the corporation Also ren- 
dered by officers or employees of the corporation 
in purchasing supplies within the taxing state, 
even though engaged in regularly, is not con- 
sidered doing business within the taxing state 
The leasing or managing of tangible property 
located within a state would be considered 
doing business,"" even though the corporation 
may not have an office there. While the above 
doesn't attempt to be a coverage of 
the situations involved, it indicates what 
‘regular place of substantial 

within the taxing ? 
their regulations or statutes, ten direct 
hold that having a ‘‘regular 
place of business"’ within the state constitutes 
doing business’ within the This 
also be sufficient to constitute income in other 
states, but this is not so stated in the law or 
regulations In others, however, it alone is 
not sufficient. 

® Regional and nation-wide administrative 
units and boards of review might be used in 
accordance with interstate compact 

“Some of the states or foreign countries 
involved may not actually levy a corporate net 
income tax 


services 


complete 
con- 
stitutes a busi- 
ness”’ 

8 In 
income tax states 


State may 
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whatever capacity” 
much of -the 
under current 
the situation 


basis, while removing 
discrimination which exists 
practice, would not rectify 
where a corporation merely 
ships goods to customers within the taxing 
state (1) without engaging in any activity 
or (2) through a representative within the 
state as when it obtains the order by mail, 
telephone or telegraph. 


The third method or “property sited 
and/or activities carried on” basis, in addi- 
tion to the shortcoming of the 
method, would not rectify discrimination 
when the goods shipped to customers lo- 
within the taxing state 
obtained through an independent 
agent located within such state. 


The method of “property sited 
and regular place of substantial business,” 
in addition to the deficiencies of the second 
and third methods, would not prevent dis- 
crimination where the corporation merely 


second 


cated were on 


orders 


fourth 


derives part of its income from activities of 
that are regularly 
rendering services within the 
taxing state without having a regular place 
of business therein; or 


employees or agents 


engaged in 
where the cor- 
poration merely has a stock of goods on 
consignment with independtnt factors (or 
brokers use them to fill 
orders they obtain from within 
the state. Despite the shortcom- 
ings, this fourth method, if universally ap- 
plied by all would be 
preferable to practices. 


dealers) or who 
customers 
above 
states concerned, 
current diverse 

Elimination of irrational exemptions.— 
Each of the four methods suggested above 
would eliminate unneutralities which exist 
under current practices in some states due 
exemptions in defining “doing 
which favor types of 
business activity within the state. 


to spe cial 


business” certain 


Constitutionality—As to constitutionality, 
the “source of income” method and _ the 
“activities of the corporation or its repre- 
sentative in whatever capacity” basis have 
not been fully tested in the courts.“ How- 
ever, the third and fourth methods discussed 
above have been approved. Acceptance of 
the first and second methods may require 
some broadening of current court doctrine 
of what constitutes a income 
within a state and on whether a franchise 
tax may be imposed on a corporation which 


source ot 


has only one source or several sources of 


income within such state. It is submitted, 


In a world situation of power politics 
and power economics, where absolute 
contests of power in the form 

of total war are becoming more 
unthinkable, it is the changes 

in relative power that will decide 
the issue. Short of total war, 
comparative rates of economic 
growth are of critical 

importance in the East-West 
conflict, and the Soviet Union is 
realizing a rate of growth twice 
that of the United States.—Stephen 
W. Rousseas, visiting lecturer on 
economic theory and policy at Yale. 


however, that the basic requirement of the 
due process amendment and the commerce 
clause of the United States Cons*‘tution 
are complied with whether or not the tax- 
payer is domiciled in the state and whether 
the tax 


is directly on net income or on 


excise measured by net income 


Convenience to taxpayer and tax admin- 
istrator.—With respect to 
the taxpayving 


convenience to 
and the tax 
four 


corporations 
suggested 
applied, would be 
much more convenient for the corporations 


administrators, 
methods, if 


any of the 
uniformly 


and the tax administrators than the current 
Not only 


the determination of whether or not 


would 
to file 
be much more simplified, but it could be 
much more readily understood and used by 
corporation executives, officials, employe es. 


heterogeneous practices. 


and/or counsel, as well as state administrators 


determination of which 
have income attributable to 
within the state” and which corporations ar¢ 
engaged in “doing (however de- 
fined) within the state, there is the problem 
under the method of 
ascertaining whether any delivery of goods 
or services made to 
located taxing 
of ascertaining this 
that goods or 
services in a state during the tax period 
from another 
the state, 


In the 
tions 


corpora- 


“sources 
business” 
income” 


“source ot 


has been 


within the 


customers 
state. One 


would be to 


way 
hav 3 all 


corporations received any 


corporation located outside 


submit a list of such suppliers 
and their addresses to the tax department 
together with the 


amount of purchases 





41 The Georgia Supreme Court apparently dis- 
allowed this method in the case of Stockholm 
Valves and Fittings, Inc. v. Williams, cited at 
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footnote 26. This ruling is being appealed to 
the United States Supreme Court. 
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therefrom during the period. This could be 
made a condition for such buying corpora- 
tions taking such purchases as expense de- 
ductions on their tax returns.” Sales “nade 
directly to individual consumers would be 
more difficult to ascertain, although 
might be made a condition for 
taking certain tax deductions (such as the 
state income tax). The majority of 
porations liable to tax will no doubt report 
in good faith Competitors within the 
taxing will be that 
their competitors that operate largerly out- 
side the returns 


such 


disclosure 


cor- 


state anxious to see 


state are filing their and 


paving their taxes 


With regard to the second basis—‘activi- 
ties of the corporation or its 
in whatever capacity’—for tax jurisdiction, 
could be used to deter 
corporations had 


state 


representative 


a similar method 


mine which representa 


tives within the taxing engaged in 
] 


solicitation, demonstration, taking of orders, 
or any promotional activity resulting in the 


shipment of goods transmittal of receipts 


from customers within the taxing state 


basis of inconsequential or insignifi 
i] 


should be 


the first, second 


activity if used at a 


uniformly defined under 


or third bases for tax jurisdiction discussed 


This might be as so much 
service 


above defined 


value of orrmed within the state 


S600 per 


pert 
period), or so 
prop- 
which leased and located 
within the state (for example, $1,800 dollar- 
which might be $5 360 
$180 value for 


(say, entire tax 


many time-value units of tangible 


erty is owned or 
per day for 
10 days during the 


days, 
days or 
tax pe riod, value of de pre ciable assets being 
cost). <A strict 
jurisdiction upon any 
performed or property 


measured by depreciated 
application of tax 
amount ot 
located 
period would probably be more convenient 
The fourth has the difficulty of 


uniform deter- 


Sservicc¢ 


within the state during the tax 


method 
prescribing and applying a 
mination of what constitutes a regular place 


of business as it differs from an “incidental,” 


“occasional” or a purely “statutory” place 


of business 


As for enforcing collection, the question 


may arise under the “source of income” 
“ This could also be required of other busi- 
such as partnerships, cooperatives and 
individual proprietorships. 

*# Other ways to check corporations subject to 
tax would include classified sections of local 
telephone directories and lists of advertisers in 
nation-wide communication media, such as 
radio, television, magazines and some news- 
papers. 

*“ Reciprocal provisions have been adopted in 
11 of the corporate net income tax states. They 


nesses 


Corporate Net Income 


the “activities of the corpora- 
whatever ca- 


method and 
tion or its representative in 
pacity” method how 
which merely ships goods to customers in 
to pay the 
fails 


as to a corporation 
the state can be made to file or 


additional assessment when it either 


to file or to pay an additional assessment. 


It is submitted that some method could be 
set forth whereby the tax administrator 
with the [ 
state, and if the corporation doesn’t appear, 
judgment would be entered against it, and 


h judgment could be 
courts of 


serves process state secretary ol 


suc enforced against 


the taxpayer in the another state 


where the corporation is domiciled or li- 


censed to do business." 


The third and fourth methods, discussed 


above, of establishing a uniform jurisdic 


tion to tax are more readily collectible 


since the taxpayer involved either has prop- 


} 1 


erty located in the tate, Or an employee 


exclusive agent engaged regular and 


activity within 


continuous 
the rst hree he ‘re 
all the corporate net income 


states, there addi- 


tional tax return 
. 


have most utside 


Ww hic 
State 


main 


kept 


the taxing 
accounting records in most ci are 
in the 
ield auditing of 


state of th “principz ittice,” the 
requires out- 


travel which add » the unit 


cost 


State 
submitted 


however, th: fice auditing 


auditing such returns. 
author, 


be satisfactory in t cases, and 
the problems involved would be no 
greater than those connected with 


similar 


auditing 
foreign corporations which must file 


under current practic es 

that 
more 
complied 


In summary, it may be concluded 
the third fourth 
conveniently 

than the 


determining 


and methods are 


administered and 


with first or second methods of 


whether a corporation is sub- 


ject to a franchise tax measured by net 


income Ora direct net mcome tax 


Compliance and administrative cost. 
From the standpoints of both the taxpaying 


are not widely used because of the small amounts 
involved in relation to the work of securing and 
enforcing judgment (See Edward Roesken, 
“Out-of-State Collection,"’ 27 Taxes 955 (No- 
vember, 1949); Nathaniel L. Goldstein, ‘‘Inter- 
state Enforcement of the Tax Laws of Sister 
States,’" 30 TAXES 247 (April, 1952): and Na- 
thaniel L. Goldstein, ‘‘Extrastate Enforcement 
of State Income Tax Claims,”’ 45 Illinois Law 
Review 99 (1950).) 
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there 


cost 


and the administrators, 
would probably be additional 
under the first and methods as 
compared to the third and fourth methods 
due to the fact that returns would have to 
be filed in more states and, also, the addi- 
tional report of and 
ceived by customers within the state from 
outside is submitted that this 
greater cost would not be large and would 
be justified in order to obtain the 
equity involved. 


corporation 
some 


second 


gvoods services re- 


sources. It 


greatel 


Minimizing tax avoidance.—In terms of 
effects upon the manner in which the tax- 
payer’s operations are conducted, the first 
method is to be preferred over the others 
This is the “source of income” 
method, in contrast to the second method, 
doesn’t taxpaying 
avoid a state income tax merely by securing 
its orders by mail or telephone rather than 
through a representative located within the 
state. Also, in contrast to the third method 
it doesn’t 
by conducting its 


because 


allow a corporation to 


allow avoidance of the tax merely 
operations on an occa- 
sional or isolated basis or by obtaining its 
sales through independent brokers or agents 
rather than through its own salesmen who 
carry on regular activity within the state 
Further, in contrast to the fourth method, 
the first, second and third methods prevent 
avoidance of the 
“regular place of business” in an 
lower-taxing 


tax merely by locating a 
adjacent 
nontaxing or (An ex- 
ample of this is the location of sales offices 


state 
where two large cities lie adjacent to each 
different Kansas 
City, Missouri, and Kansas. ) 

Any one of the four methods if uniformly 
preferable to a nonuniform 
current practice which 


such as 
Kansas City, 


other in states, 


adopted is 
system as under 
allows a great variety of possible ways of 
conducting operations in a manner so as 
to reduce or completely avoid any state 
income tax liability.” 


Experience.—In terms of experience with 
the various methods, there been no 
experience in the income tax field with the 
1 method ii any state, 


has 


“source of income” 


* It would, of course, be preferable to have 


every state levying a corporate net income tax 
in order to minimize the setting-up of movable 
operations in adjacent nontax states. Another 
possibility would be to have redistribution on 
a state basis of a certain per cent of the federal 
corporate income tax collection. 

# With study and experience 
changed. 

47 This would be revised as soon as the con- 
stitutionality of the first two methods is estab- 
lished by United States Supreme Court decision. 
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particularly with reference to treating the 
point of destination of sales as a basis of 
jurisdiction to tax. The method 
discussed is almost the same as that which 
has been in effect in Georgia 1950 
The third method has had considerable 
experience in application in California. The 
fourth method is used in the majority of 
the states, but statutory provisions, regula 
tions and court rulings vary 


second 


since 


Conclusion 


On the basis of the above comparison 
of the four methods of uniformly and 
reasonably defining and determining state 
corporate income tax jurisdiction, and since 
the primary that of putting 
state income tax jurisdiction on as neutral 
and equitable a basis as possible and on a 
consistent with the most desirable 
means of defining the apportionment fac 
tors, it is concluded that the 
method be recommended as first 
choice This is in spite of the fact that 
this method feasible admin 
istratively “ and constitutionally “ than the 
last two bases 


objective is 


basis 


“source ot 
income” 


may be less 


“source of income” method proves 


li the 


unacceptable in the establishing 


process ot 
a uniform basis, the third-discussed basis 
of “property located in or 
within the state and 
within the state” is recommended, since it 
is considerably more equitable than the 
fourth constitutionally tested, 
and administrative and 


compliance experience related thereto 


with tax situs 


activities carried on 


method, is 


has considerable 


In any event, 


uniform 


the attempt to achieve a 
basis tor tax jurisdiction among 
the states involved should not be abandoned 
merely the most 
ond most desirable basis is unacceptable 
Any uniform rule of jurisdiction which is 
mutually agreed upon by most of the states 
concerned and is consistent with the uniform 
rules for multistate income is 
preferable to the inequities and inconsist 


because desirable or sec 


allocating 


encies which exist in current practice.” 


[The End] 


“If the state corporate net income tax were 
replaced by a redistribution of part of the 
federal net income tax, the jurisdiction question 
wovld apply only to corporations with any 
source of income outside the country The 
allocation formula would divide the net income 
among the states. Under federal administration 
of state taxes, however, there would still have 
to be a determination made of state tax jurisdic- 
tion before an allocation could be made 
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Foreign Tax Credit: 
The Homology of the Anomaly 


By ANDREW W. BRAINERD and VICTOR C. WHITE, Chicago Attorneys 


This is an article about a solution to a problem which has several 
solutions—and for which, at this time, no one 

can be called the correct solution. It involves Section 902(d)— 
the computation of the foreign tax credit. 

This article complements the material in the article at page 825, 
which discusses royalties and technical assistance arrangements. 


= MAY OF THIS YEAR, there ap 


F , , 
peared in this publication an article e1 nethe t computing 


titled “A Tax Credit Anomaly Involving redit, a method whi 


I 
Income from a Foreign Subsidiary.” ded as somewhat mor 
Demonstrating certain calculations, its au th tatute and the appli 


thors concluded that “under certain circum 


a Section ¥YO2Z(« ar- ort | Ye £ complex 


example given, it 1 ‘ : 1 mathematical 
saving of $19,500 may alculatior1 will 1 1, tend to 
effected through th use of Section 902 
in a situation in which taxable income 
$200,000 in fi ign country ($96,000 after 


1 1, ‘ " 
foreign assumed. It should be fairly Schedule I presents the preferred com 
] +} | Irntati . Beta 1 
said at once that the calculations abov ion of the taxes applicable to payment 


referred to are frankly presented by their fa $50,000 1 


uuthors as but a “possible” method of com 


ovaltv under Section 902(d) 

the earlier arti 
puting the credit under Section 902(d) itation in which total taxes paid 
I} rpose of the present paper is to given as $84,500: In that example, a 


1 


examine the factual situation assumed in the ‘ redit of $19,500 was claimed with re 


SCHEDULE | 


Preferred computation of taxes applicable to royalty payment under 902(d) 


(A) Taxable income of B in country X ($200,000 50,000 ) $150,000 
| 


(B) Tax imposed on B in country X (52% of $150,000) 78,000 
(C) Tax imposed on A in U. S. (52% of $50,000) 26,000 
(ID) United States tax credit claimed by A 
dividend 
Formula 
total profits 
F. T. C.: 50,000/150,000 « 78,000 26.000 
(E) United States tax paid by A 
$26,000 26,000 0 
(F) Foreign taxes paid 78,000 
United States taxes paid 0 


a 


Total taxes paid with respect to $150,000 earned in country X $ 78,000 


s 
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spect to the $50,000 royalty paid. “Accu- 
mulated profits” were there deemed to be 
$122,000 ($200,000 minus $78,000) ; the maxi- 
mum foreign tax credit was. therefore 
deemed to be $47,580 ($122,000/$200,000 x 
$78,000). 

It will be noted in Schedule I that the 
figure of $150,000 is used as the actual 
“gains, profit or income” of subsidiary B 


foreign tax credit claimed “with respect to” 
the same _ royalty paid. “Accumulated 
profits” under 902(a) and 902(c) are $72,000 
($150,000 minus $78,000); the maximum 
foreign tax credit is, therefore, $37,440, or 
$72,000/$150,000 x $78,000. 

Schedule II compares the computations 
of total taxes paid under the dividend method 
and the royalty method, as followed in the 


In this preferred calculation, $26,000 is the earlier article. It is at once apparent, under 


SCHEDULE Il 


Comparison of Dividend and Royalty Computations, per Earlier Article 
Total taxes paid under actual dividend method 
Total taxes paid under royalty route, per earlier article 


$104,000 
84,500 

Difference, per earlier article $ 19,500 
Reconciliation of Difference 
on royalty, per earlier article computation: 

accumulated profits 
Formula: — — < foreign tax paid, or 

total profits 

122,000/200,000 x 78,000 

Maximum F. T. C. allowable under 902(a) computation if actual 
profits” is used 72,000/200,000 x 78,000 


Maximum F. T, C 





47 580 
“accumulated 


figure 28 080 


Difference in F. T. C. attributable to fictitious earnings write-up 19,500 


SCHEDULE Ill 
Reconciliation of Remaining Balances After Agreed Dividend Computation and 
Preferred Royalty Computation 
Agreed Dividend Method 

Actual dividend previously paid A’ 50,000 

Balance of accumulated profits of B subject to being paid to A as 
dividends ($96,000 — 50,000) 

United States tax thereon (52%) 
Less unused F. T. C? 


46,000 
$23,920 
23,920 


Further additional United States tax due 0 


46,000 


Balance of earnings of B returned in dividends to A free of additional tax 
Preferred Royalty Method 

Royalty, deemed a dividend, previously paid A‘ 50,000 

50,000) $150,000 

78,000 


Net income of B after royalty payment ($200,000 
Less: Foreign tax thereon—52% 
Net income of B after foreign tax 72,000 
United States tax thereon ($72,000 x 52%) 
Less unused F. T. C. ($37,440 — 26,000) 


$37,440 
11,440 


Net United States tax due 26,000 


Balance of earnings of B as returned in full to A $ 46,000 


1 Both actual dividend and royalty deemed a dividend were subject to full United States tax 
of $26,000 (52 per cent of $50,000), which in each instance was offset by full F. T. C. 

2Maximum F. T. C. is $49,920 (96,000/200,000 x 104,000). Unused F. T. C. is 
(49,920 — 26,000). 
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the reconciliation shown, that the $19,500 
claimed advantage is attributable entirely to 
the inflation of “accumulated profits” and 
“total profits” in the formula given, in each 
instance by $50,000 over the amounts shown 
on the books of B 


Schedule ITI presents 
remaining balances after 


a reconciliation of 
the 
dend computation and after the computation 
of the royalty paid using the method here 
all income B 
returned to A. is apparent 
that 
payments 
dividend the 


correct divi- 


earnings of 


It 


no 


preferred, 
having 
from this reconciliation 
results from 
criminately 
methods. 


Schedule 


after-tax re 


or 
be en 
differe nce 
indis 
royalty 


making these 


via the or 


IV « 


tu 


the net all, 
rn to the United States parent 


mpares over 
of the earnings of Subsidiary B, using the 
royalty method suggested 1 
article and using that presently 
suggested These calculations reflect a 
$9,360 additional tax following the 
method suggested in the earlier article, rather 


computation im 


the earlier 


cost 


than a $19,500 advantage there 
claimed. The attains significance 
the amount in controversy is a full 30 per 
cent of entire net profit after tax. 

The the 
pervades the calculations here adopted as 
It 
would seem to be axiomatic, as is stipulated 
‘nt regulations, that any distribu- 
Section 902(d), entitled to the 
be made ac- 


902(a).” Section 


tax 


as 


issue as 


rationale of legal theory which 


preferred may be stated quite simply. 


in the pre 
tion under 
credit, “in 


Section 


tax 
with 


foreign must 
cordance 
902(a) provides the conditions under which 
a domestic corporate stockholder is entitled 
to United 


“on or 


a credit against its States taxes 
with 


for foreign taxes paid 
to” the 


subsidiary. 


respect 
ign 
the 

be 


porti yn of 


dividends received from a fore 
Under the terms of 902(a), 
Stoc kholder 


only to have paid such 
its 


domestic corporate can 


“deemed” 


the taxes actually paid by foreign sub- 


sidiary as the whole amount of its “accu- 


mulated profits” bears to the amount of its 


SCHEDULE IV 


Comparison of Net Over-All After-Tax Return to A of the Earnings of, and Royalty 
from, B Under Both Royalty Computation Methods 


Net royalty deemed a dividend received by 


(A) 
(B) 


($50,000 
($50,000 


6,500 
0 


United States 


United States 
B to A 


Balance of net profit of returned 


United States taxes 
Nt 


\’s 


after 


| , 
) 


return to A 


royalty 


ulter a ax 


ome al d 


im from 
Summary: 
Net rn to A, per preferred 
Net return to A, per earlier artic 


retu 


Net additional tax cost 


Via 


' Earnings and profits of B 
United States tax thereon 
Less F. T. C. on 
(A) last 22,06 
(B) last 50,000 of earnings and profits 
Net 


United States tax payable 


Net balance received by A 
Earnings and profits of B 
United States tax thereon 
Less F. T. C. on 

(A) 
(B) last 50,000 of earnings and profits 


Net United States tax payable 


Net balance received by A 


Foreign Tax Credit 


tax) 


receipt of 


method 


article 


” of accumulated profits or 22,000/200,000 « 78,000 8 


Per 
Article 
A 
tax) 
$50,000 
and 


after foreign 


43,1407 


46,000 ? 


all B’s 


$86,640 $96,000 


$96,000 


le 86,640 


method $ 9,360 


$72.000 
$3 


7,440 


580 


28.860 
$43,140 


$72,000 


last 22,000 of accumulated profits or 22,000/150,000 « 78,000 


26,000 


$46,000 
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total net income. Section 902(c) specifically 
defines the foreign subsidiary’s “accumu- 
lated profits” as “the amount of its gains, 
profits, or income in excess of the income 

taxes imposed on or with respect to 
such profits or income.” 

It would seem unnecessary to prove that 
in the context of auy factual situation at all, 
whether real or hypothetical, there must be 
concrete facts with which we must deal. In 
the example referred to in the earlier arti- 
cle, there is no doubt of the amount of 
foreign taxes actually paid: This amount is 
known as a certainty, $78,000. We 
know, by flat hypothesis, that the amount 
of the royalty paid, and by statute (902(d)) 
deemed under these facts to be a dividend 
to A, is $50,000. We must know but 
further fact, which is in fact given in the 
statement of facts assumed, namely, the 
amount of the “taxable income” or “total 
profits” of the subsidiary, B. That amount 
is stated positively to be $150,000 on the 
books of B, after the payment of the royalty 
which is under all legal standards an item 
properly deductible from the net income of B 


also 


one 


There now remains only the simple in- 
sertion of the assumed into the in- 
flexible statutory definitions which are 
forced upon all of us Thus, accumulated 
profits must be “total profits” of the sub- 
($150,000) minus the amount of 
foreign taxes known to have been paid 
($78,000), or $72,000. We know, then, that 
the maximum amount of foreign tax credit 


facts 


sidiary 


which under these given circumstances may 
be claimed is $37,440 (accumulated profits 
total profits of the 


subsidiary foreign 


taxes paid). However, this is at variance 


with the assumption made in the earlier 
article—that a maximum foreign tax credit 
of $47,580 may be realized 

These 
simple 

t “adding back” the royalty 
“total subsidiary” or 
both? 


commence 


differences might be reduced to a 


question: Is there any foundation 
payment to 
either the profits of 
It seems 


our In 


“accumulated profits,” or 


plain that we must all 


quiry with an agreed formula for the calcu- 
lation of the foreign tax credit. No 
reflection is cast upon that. The “adding 
back” process adds a fixed amount, namely, 
$50,000, to the numerator ($72,000) and the 
denominator ($150,000) and emerges with the 
fraction claimed of $122,000 over $200,000 
The impropriety of this adding a fixed sum 
both to the numerator and to the denomi- 
nator is reflected in the following identically 
comparable situation: To the simple frac 
tion two over three, or two thirds, we add 
the numeral one to the numerator and to 
the denominator. The result is three over 
four, to arrive at three fourths. Thus, what 
seems to be logical from the superficial 
facts, namely, that we get a comparable 
fraction by expanding by an equal amount 
both the numerator and _ the 
turns out to produce a result quite at vari 
ance with the original fraction, the agreed 
statutory formula under present facts. The 
difference simply is that between an arith 
metical and a geometrical progression; in 
one, both elements progress by a constant 
difference (50); in the other, the elements 
properly progress by a constant factor (any 
number used as a multiplier of both nu 
merator and denominator) to retain the 
relative proportion, 


. denominator 


same 
If an “add 
appropriate, the 
should be limited to 

deduction 
Was in fact lost, namely, the amount which 
had the 
been paid, or $50,000 minus the foreign tax, 


would have 


One last test appears critical 
back” is in fact legally 
amount added-back 
only that portion of the whi 


would have remained royalty not 
which 
had it 


remaining amount ot 


been applicable thereto 
$26,000 Were 
$24,000, 


this 


remained, ot 
thus fairly 
added to the amount of actual 


$72,000, there 


calculated, 
profits” of 
total of 


[This 


; ' 
the accumulated 


“accumulated 


would then be a $96,000 in accu 


mulated profits amount—$96,000—is 


nm tact profits hgure 


rived at through the actual dividend met 
nceded by all to be correctly 


[The End] 


which is. ce¢ 
computed 


“The income tax is the strongest element of progressivity in most tax 
systems. When its capacity is reached, new taxes imposed 

will hardly be as progressive, if not even regressive. Since government 
expenditures in practice are always higher than the revenues 

from income tax and resort is taken to other taxes, it is relevant and 
important to ask whether the progressivity of the 

income tax decreases or increases its capacity as a revenue producer.’'— 
Amotz Morag, The Hebrew University, Jerusalem, Israel. 
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Royalties and Technical 
Assistance Arrangements 


By HOWARD P. SWANSON 


Mr. Swanson points out the careful tax and financial planning needed when 
royalties and technical assistance fees from a foreign subsidiary 

are to be returned to the parent in this country. His article, 

a general discussion of the Section 902(d) situation, suggests that other 
considerations, such as the United States economic and 

foreign policy, should also guide in the determination of a United States 
corporation's financial policy. The article originally appeared in the 

August 11, 1958 issue of Export Trade and Shipper. It is reprinted 

here because of its close relationship to the article beginning at page -821. 

Mr. Swanson is assistant tax manager, M. W. Kellogg Company, New York City. 


}' YR MANY YEARS American compa sizeable portion 
nies interested in conducting operations eign subsidiaries in the form of royalties or 
ibroad have recognized two ever-present technical assistance f rather than as divi- 


tactors—the dollar shortage and the ex- dends. While the early remittance of for- 


tremely vital need for American “know eign earnings in United States dollars is 


how The influence of these two factors always attractive from an exchange view- 


has rapidly become evident in the over-all point, a major deterrent has been the fact 


tax and monetary exchange policies of ror that, due to the operation ot the United 
gn countries The dollar shortage has States Internal Revenu ode and the pecu- 
placing of numerous larities found 


tten resulted in the | 


in its 
of remittances « ofits visions, tl ultimate 
he United States in the rican parent ompan al payment 
One ot the more com oO reign anc nite tat income taxes), 
been the limitation ot ! s may pre to maller whet 
‘annual dividend to a certain percentage tl o-called “royalty route” is employed 


invested capital 


in the other 
United States reci he explanation 
planat 
| 
| 


technical assistance fees has been is found in th 


ilties and 


permitted more or less freely. Furthermore, it available to tl nt company 
} 7 ] 


in most Cases the payment of such royalties fers under each manner of payment. In a 

ind fees has been allowed as a deduction on royalty or technical sstance fee situation. 
, P “hi 1 

the payor’s foreign income tax return. This onlv foreign WW would be avail- 


policy has frequently been rationalized as dit 


as a foreign would be the 


a compromise in order to obtain American foreign tax directly withheld on behalf of 
“know how” in areas which would bolster the recipient at the time of payment- 


rf 
the local economy. 


as is 
frequently the case where such payments 
are made to nonresidents. On the other 
Royalties, etc. v. Dividends hand, when dividends are received by a 

As a result of this anomalous situation, it domestic corporation from a foreign corpo- 
has not been unusual to find some American ration in which it owns at least 10 per cent 
parent companies attempting to withdraw a of the voting stock, the domestic recipient 
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is deemed to have paid the proportion of any 
foreign income, war profits or excess profits 
taxes paid by the foreign company on or 
with respect to its accumulated profits, 
which the dividends received bears to the 
accumulated profits. 


A simplified illustration of these princi- 
ples may be seen in a situation where a for- 
eign subsidiary may pay either a royalty or 
a dividend to its parent, in the same amount. 
Let us assume that there is no foreign with- 
holding tax applicable to either of such pay- 
ments to nonresidents and that the foreign 
income tax rate applicable to the profits of 
the subsidiary is 40 per cent. Let us fur 
ther assume that the subsidiary has profits 
of 100, and after paying foreign income tax 
of 40 its accumulated profits are 60. 


In such a situation, were the foreign sub- 
sidiary to pay a royalty of 20, the United 
States parent company would realize 9.6 
after United States tax—as contrasted with 
17.6 net after United States tax, which 
would be realized by the parent company 
were it to dividend of 20. This 
result may also be represented in the man- 
ner shown in the following table 


Royalty 


receive a 


Dividends 
(a) Payment to parent 
company 20.00 20.00 
(b) U. S. tax (52 
cent) 
(c) Less: 
credit 
(d) Net U.S. tax due 
(e) Net after taxes 


(a)—(d) 


per 
10.40 10.40 
Foreign tax 
8.00* 
10.40 2.40 


9.60 17.60 


In several cases this difference has proven 
to be sufficiently significant to curtail any 
overemphasis of the use of royalty or tech- 
nical methods as means of 
bringing foreign profits back to the American 
parent company. However, as a result of 
various nontax reasons as well as the par- 
ticular facts in a given situation, the pay- 
ment of dividends may not be as desirable 


assistance fee 


or as feasible as the payment of a royalty 


or technical assistance fee in 


property. 


money or in 


New United States Tax Approach 


Apparently such situations were recog- 
nized by Congress when the 1954 Internal 
Revenue Code was drafted, since this Code 
contains provisions for the treatment of cer- 
tain royalties from a foreign subsidiary as 
dividends for the foreign tax 
credit. These provisions are set forth in 


purposes of 


Section 902(d) and had no counterpart in the 
United States tax laws previously in existence 


Section 902(d) provides that in the case 
of a royalty or compensation received by a 
domestic corporation from a wholly owned 
foreign subsidiary (if the latter is engaged 
in manufacturing, production or mining), 
the excess of the market value of the prop- 
erty so received by the domestic 
ration over the cost of the 
services furnished by it 


corpo- 
property and 
is to be treated as 
a dividend for foreign tax credit purposes. 


However, for this treatment to apply there 
must be a contractual arrangement provid- 
ing that the property received by the do- 
mestic corporation is in 
services or property supplied, or to be sup- 
plied, by it to the subsidiary, and is to be 
accepted by it in lieu of dividends. In addi- 
tion, the contractual agreement should pro- 
vide that the foreign corporation is not to 
declare or pay any dividends in the year in 
which the royalty or compensation is paid 


consideration of 


When recognition is given to the fact that 
the Internal Service, in its Rev 
Rul. has indicated that the term 
“property” as used in Section 902(d) is 
deemed to include the potential 
value of this section might be 
more fully 


Revenue 


55-312, 


“money,” 


appreciate d 


Implications of Foreign Tax Treatment 
of Such Payments 


A situation contemplated under Section 
902(d) might arise under one of two types 
of tax philosophies. Under 


royalties or technical assistance fees paid to 


one approach, 


nonresidents might not be allowed as a tax 
deduction for the foreign payor. 
such payments might be permitted as a de- 
duction on the payor’s foreign tax return 


Conversely, 


Where such payments are disallowed as 
foreign tax deductions, the resulting foreign 
tax credit for the United States recipient 
could be similar to the tax credit availabl 
in a dividend situation 
terms of our previous illustration this would 
mean that, under certain circumstances, the 
net return to the parent company could be 
17.60 rather than 9.60, as a result of Section 
902(d) treatment. Perhaps the most obvious 
circumstance in which a Section 902(d) 
arrangement would be advantageous is one 
where there is some limitation on the amount 
of annual dividend payable to nonresident 
Whether foreign exchange author- 
ities would authorize such a payment when 
the full text of a Section 902(d) contractual 


In other words, in 


owners, 





* [(60 100 x 40) X 20/60] 
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agreement is produced, is a question which 
should be carefully explored in each par- 
ticular case. 

Usually, royalties or technical assistance 
fees paid to nonresidents are permitted as a 
deduction on the payor’s foreign tax return. 
Under this approach, a procedure satisfying 
the requirements of Section 902(d) would 
seem to result in a foreign tax credit being 
available to the parent company 
on an amount which was not actually sub- 
ject to a foreign income tax, other than pos- 


domestic 


sibly a withholding tax on the payments to 
In addition, the deduct 
ibility of such payments by the foreign sub 
would naturally 
foreign income tax 
duce the amount of foreign tax 
considered attributable to distributions, for 
purposes of our foreign tax credit com 
putation 


it as a nonresident 
sidiary reduce its over-all 
Chis would in turn re 
which ts 


Inasmuch as our Treasury Department 
has not as yet proposed or promulgated reg- 
ulations which y illustrate this situ 


ation, the met al ot ¢ 


complete 
precise mputation ot 
the foreign tax credit under Section 902(d) 
settled 

} 


that under any 


has yet to be However, it is inter- 


esting to not one of several 
reasonable interpretations of Section 902(d), 
the net return to the parent company would 
be substantially 


greater under such a pro- 


cedure than under the treatment normally 


service tees from 
Furthermore, 


applicable to royalties or 


foreign this 


sources return 
would seem to compare more favorably with 
the net from the payment 
of dividends than would be the case 


Section 902(d) treatment 


return resulting 


absent 


While Section 902(d) treatment may, un- 
der certain 
should be the existence 
of adequate toreign profits which would be 


conditions, be advantageous, care 


exercised to ensure 


tax, inasmuch as 
credit 


subject to foreign income 
foreign tax 
that 
has been paid by the 


the application of our 


provisions presupposes some toreign 


mcome tax foreign 


subsidiary 


Foreign Reaction 


W hile United States 
tax provisions would seem to be justifiable, 
we should not 


this concern with 
permit ourselves to become 
preoccupied with that area to the exclusion 
of othe which are 
of serious consideration 

The 


which 


factors also worthy 


violent anti-American demonstrations 
marked Vice President 
cent South American trip 


the American public and the 


Nixon’s re 
have awakened 


Eisenhower 
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Disrespect for law in one area 

breeds disrespect in others. And in 

an atmosphere of disrespect, 
rebelliousness leads soon to violence. 
—Attorney General William P. Rogers. 


gravity of the eco- 
Latin America. Such 
factors as import restrictions and protec- 
tive tariffs cannot help but foment such 
reaction in those Latin 


Administration to the 


nomic problems of 


American countries 


which rely heavily upon the export of one 


S| 
or two major commodities to the dollar area 


The seriousness of this problem is also 


evident in the under dis- 
Recent developments in both Mexico 
nd Brazil to be indicative of the 

hat our Latin American neighbors are 


subject pres¢ ntly 


cussion 
appear 
greater interest, taxwise, in the 


royalty payments and technical 


rr service fees 


Mexico 


In regulations 
1958, f 


published in 
February, rprises which 
Mexico as compensation 
for technical services rendered to Mexican 
1 that henceforth 
considered as arising 

Due 
rtaining the profit 
the regulations 


that henceforth 


receive imcome im 


enterprises were notinhes 


such revenues will be 
“accidental” business conditions. 
difficulty in 
element in such 


indicate 


trom 


, 
to the 


asce 
payments, 
further 50 per cent 
the for- 


deemed to be net 


of such gross receipts received by 
enterprise 
income. The 


eign will be 


rate of tax on such 


continue to be 20 


income 


will per cent, which 


therefore results in an eftective tax rate 


ot 10 per cent ot such gross receipts 


It has been said that this new procedure 
has the advantage of being decisive in that 


a foreign enterprise no longer has to estab- 


lish by negotiation with the Mexican Tax 


\dministration how much Mexican income 
tax it has to pay on fees earned in Mexico. 
Under the former procedure a determination 
ft estimated profit 
na tripartite agreement between the 


Finance, the 


(net income) was made 
Min- 
enterprise 
vhich is required to withhold the income 
and the 


istry of Mexican 
' 


l 
tax on such payments foreign 


enterprise furnishing such services 


While the element of conclusiveness does 


have its advantages, it should be recognized 
that under the former procedure the profit 
element usually ranged between 20 per cent 


In view of this, one cannot 
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and 30 per cent. 





help but wonder whether the Mexican Min- 
istry of Finance was merely desirous of 
administrative convenience when it arrived 
at the that half of the com- 
pensation for technical services is deemed 
to be net income subject to Mexican in- 
come tax. 


decision one 


Brazil 


In Brazil, payments of royalties to non 
residents are subject to a withholding tax 
of a flat 25 per cent (plus a compulsory 
loan of 15 per cent of such tax). 
a bill has been pending in the Brazilian 
Congress since 1957 which would tax 
payments at steeply graduated 
85 per cent in cases where royalties exceed 
certain 


However, 


such 
rates up to 


percentages of the year’s invoiced 
At the time the bill was introduced, 
it was indicated that its purpose 
retard the tremendous drain which royalties 
were supposedly creating on Brazil’s econ 
omy. Little action, if 


m this bill to date. 


sales. 


was to 


any, has been taken 


However, in April of this year another bill 
introduced in Brazil’s Congress which 
appears to be directed at the very 
purpose. This the bill goes 
to disallow the 
the 

pany) of royalties or payments for technical 


Was 
same 
time further 
deduction fot 


payor! 


by prope SIN 


income tax purposes (of com 


assistance or scientific services, in cases 
payments when added to the 
prohts ot the company exceed 


50 per cent of the paid-up capital of such 


1 
where such 


net payor 
company or where such payments exceed 


a declining of the amount ot 
the vear—commencing 
sales up to 20 million 


ranging downward to 0.1 


percentag¢ 
invoiced sales for 
with 5 per cent of 
and 


per cent of sales over 


cruzeiros 
2,000 million cruzeiros 


MORE MONEY FOR RESEARCH 


Expenditures for and de 
velopment in 1958 will equal or exceed 
1957 


research 


totals among a large majority of 
National 


survey 


companies 
Industrial 


cooperating in a 
Board 
of 140 firms replying on 
port that this 
vill be higher than last 
year’s, and another 50 companies expect 
to equal the 1957 total 
31 cooperators anticipate cutbacks in 


research expenditures from 1957 levels 


Conterence 
Fifty-nine 
the poimt ri 


search outlays 


year's re 


The remaining 


Plans to “expand the research pro 
gram in the ahead” 
quently reported by firms cooperating 

Their replies indicate 
that research 


years are tre 
in the survey. 


they believe expendi- 
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Conclusion 


In conclusion, it 
that in 
roy alties or 


must be recognized 
the 


assistance or 


foreign payment of 
technical 
fees by a foreign subsidiary to its domestic 
parent may be of significant importance. In 
addition, through careful tax and financial 
planning the net return to the parent from 
its foreign 


Stances, be 


operations, 


service 


can, in many in 


This 


result 


operations 
substantially improved 
appears to be particularly true as a 
ot the Section 902(d) treatment of royalties 
or compensation for services as a dividend, 
for foreign tax credit purposes 

However, American companies interested 
in Operating abroad should 
the fact that squeezing the 
profit out of 


also recognize 
last dollar of 
a foreign operation not only 
ind economically imprudent 
but, if overemphasized, may ultimately prove 
to be difficult. The not 


too distant when foreign financial ; 


is politically 


extremely time 


enue authorities will be as astute as ou 


lreasury Department in detecting 
ing with 
importance is the fact 


wide 


such methods of gre: 
that Russia’s world 


economic offensive is showing signs 


of successtully penetrating Latin American 


markets 
American 


While 
} 


responsibility to their 


companies do 
shareholders t 
maximum of 


operations, the 


ize the profits from 
responsibility to 
and political welfare shi 
overlooked. In view of the 
political and 
tions, these re sponsibilitic s should be recon 
ciled to the extent that 
(namely, the United 
“economic 


our ce 
try’s 
not be 


economy 
present 


' 
world-wide economic condi 
American companies 
States) not b 
rape” overseas 


[The 


will 
accused tf 


End] 


tures eventually “achieve important 


results.” 


The NICB 


oper ators 


survey reveals that co 


are striving to Improve 


management control of company re 


search activities. For example, formal 
research and development budgets are 
now used to control expenditures in 
the 


generally 


71 per cent of surveyed firms 
These 
tailed 


search 


budgets involve de 


breakdowns of authorized re 


costs. Seven of every ten of 


the participating companies follow for 
mal review procedures to “consider 
and evaluate research proposals prior 


to their adoption.” 
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Among this month's reviews of books of interest are stud- 


ies on the problems of evening law schools and on ‘‘sound 


business purpose’’ and a volume on Australia's tax system. 


Evening Law Schools 

Part-Time Legal Education: A Study of 
the Problems of Evening Law Schools. Josep! 
lr. Tinnelly, C. M. The Foundation Press, 
Inc., 268 Flatbush Avenue Extension, Brooklyn 
\* New York. 1957, 259 pages 

Mec! 


utse ] distur 


vetween part-time, 1 ll 


ithor, as 


al 
“A part-time law school plans 1 
so as to make it px ssible for lf- po fessional 
students to study law hi ‘ 1 viewer that 
would be their spare time. * h h nd developed in the authe 
school schedules classes their con- are equally applicable sound 
venience, it limits their rk load, t ion, Whether it be given in a 


extends the required at or full-time course of study. If it car 


longer period of years ag | that the ends to be attained are 


Books 





same for all students, we come face to face 
with the methods to be utilized, bearing in 
mind at all times the inherent differences 
in the problems to be faced as between 
part-time and full-time students. Father 
Tinnelly, in the chapters devoted to the 
characteristic features and educational methods 
of part-time law schools, develops the dis- 
tinction admirably. 

The chapters devoted to the type oft 
student, the problem of fatigue and that of 
time should be read by all prospective law 
school students, and especially those who 
out of choice or by necessity plan to attend 
a part-time school. The author points out 
that the median age of the evening student 
is 25 years, while that of the day student 
is 22 years. In both groups, the median 

than normal because of 

veterans. Nevertheless, in normal times those 
attending part-time have greater 
maturity even though currently the differ- 
A substan- 
part-time 
full- 
seem to 


age is higher 


schools 


ence in age is not so apparent. 

tial percentage of students in 
schools, if given the choice between 
time and part-time attendance, 
prefer the latter. While the reasons for 
this preference are many, the age differential 
may well be one, for a more mature student 
might feel out of place the less 
mature group in a full-time day school. 


among 


While the problems of age differential 
and fatigue are serious from the standpoint 
of the part-time student, probably the great- 
est difficulty is that of time. It is generally 
felt that a minimum of two hours of 
preparation is required for each hour ot 
classroom work. Hence, on a normal mini- 
mum schedule of ten hours per week of 
classroom study, the student will be en- 
gaged in a minimum of 20 hours of prepara- 
tory work weekly. To the student engaged 
in the full-time task of earning a living, it 
becomes apparent that the proper 
tion of time presents a real challenge to a 
student’s ability to eliminate time waste if 
he is to complete his law school studies 
successfully. 


alloca- 


All of the foregoing facets of the part- 
time law student’s problems are set forth 
by the author with thoroughness and lucidity 
These chapters alone would justify the 
publication of this book. 

In the chapter devoted to the educational 
methods of part-time law schools, the author 
delves into the standards for selection of 
students, prelegal education requirements, 
curriculum, methods of teaching, the faculty, 
and the examination and grading of students 


In these areas, it would seem that the part- 
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time school faces the same difficulties as 
the full-time school but with added com- 
plications. While a given student might 
do satisfactory work if he were to spend 
full time in his studies, he might not do 
equally well if compelled to concentrate on 
earning a living while pursuing his studies. 
In the selection of students, the adminis- 
trator of a part-time school is beset with the 
difficulty of evaluating this intangible. Added 
to this is the evaluation of the prospective 
student’s prelegal education, for obviously it 
is not the function of a graduate 
and least of all the part-time law 
to supply defects in a student's prelegal 
education. As the author states: “the pro- 
spective law student who expects to attend 
a part-time law school will be well counseled 
to make prelegal education is 
sound. He cannot wait until he reaches law 
school to form good study habits.” The 
author’s observation in this regard is emt- 
nently sound, for it goes without saying 
that a student does not have the time to 
learn the things which he should 
learned before entering law school. 


The final Father 
book covers the facilities and administration 
of part-time law and with 
the library, other physical facilities, student 
activities and general administration. This 
section of the book is almost entirely of 
interest to those engaged in, or who expect 
to engage in, the operation of a part-time 


school, 


school, 


sure his 


have 


section of Tinnelly’s 


schools deals 


law school. 

By reason of the nature of Father Tin- 
nelly’s subject the circulation of 
book Nevertheless, 
the time, effort and skill which have gone 
into this this 
reviewer is of the opinion that this book 
will be considered a standard reference in 
its field. The 
probation of those coucerned with the ad- 


matter, 


this may be limited, 


work are well merited, and 


author has earned the ap- 
ministration not only of part-time law schools 
but those field of 
education gen: rally. 


interested in the legal 


ALFRED J. BOHLINGER, 
MEMBER OF THE NEW YorkK Bar 


Three Important Words 


Sound Business Purpose. 


Robert S. Holz 
man. The Ronald Press Company, 15 East 
26th Street, New York 10, New York. 
1958. 208 pages. $10. 

You wouldn’t think that book 
could be written about three little words, 
but you can’t read very far into this book 
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Robert S. Holzman without 
realizing that they are three such important 
little words in tax law that they amount 
to a doctrine. This book is about the sound 
business purpose doctrine. Professor Holzman 
approaches his subject by first explaining 
the problem and tracing the development of 
the doctrine, and by showing its application 
in an area. The doctrine’s 
purpose is that of a loophole plugger. It 
has to do with the 
tion more than 


by Professor 


ever-widening 


substance of a 
its form. The doctrine 
was developed to prevent tax- 
hiding behind statutory lan- 
may had literal but no 


transac- 
with 
of purpose 

from 
which 


payers 
guage have 


real relevancy. 


The tax 
prove the 
purpose, and a 
be 0k 336 
the sound business purpose of the transac- 
tion at hand. It the attitude 
of the court to the taxpayer’s arguments 


man now must establish and 


sound business 
valuable part of the 


taxpayer arguments as to 


existence of a 
very 
show s 


also shows 


Robert S. Holzman is well equipped to 
write in the field of taxation. Having 
served as tax administrator for a major cor- 
porate group for 20 years, he became full- 
time taxation at New York 
University Graduate School of Business 
Administration 
the Federal Tax 
member of the 
the Commerce and Industry 
in New York. He is also 
lax Institute and the 
of America. 


profess yr ot 


He has been president of 
Forum, Inc., 
Committee on 


and is a 
Taxation of 
Association 
a member of the 


Controllers Institute 


Holzman 
Practitioners’ 


book by Professor 


the 


This latest 


became a part of lax 


Library. 

are three little 
words whose meaning give life to necessary 
business transactions, and when they art 
without meaning, the transaction dies and, 
having died, gives rise to the other inevitable 


“Sound business purpose” 


taxes. 


Tax Conventions 


International Tax Agreements, Volume VII 
Columbia University Press, 2960 Broadway, 
New York 27, New York. 1958. 384 pages. 
$2.50 

This book is the seventh in a 
is prepared by the Department of Economic 
and Social Affairs, United Nations, The 
International Tax Agreement is a 
continuation of the six-volume Collection of 
International Agreements and Internal Legal 
Provisions for the Prevention of Double Tax- 
ation and Fiscal Evasion, which was pub- 


series. It 


series 


Books 


lished by the League of Nations between 
1928 and 1936. This volume 
chronological listing of the 
national tax agreements classified according 


seventh con- 


tains a inter- 


to the subject and the tax. 


World Tax Series: Australia 


Harvard Law School 
Little, 
Street, 
$10 


Taxation in Australia 
International Program in Taxation. 


and Company, 34 Beacon 


Boston 6, Massachusetts 


, 
Brown 


1958. 326 pages 


first settle- 
ment in Australia was the foundation of an 


The primary purpose of the 


colony to which Great Britain 


overseas 
could 
the development of responsible government 


transport convicts. The history of 


in the Australian colonies, Queensland ex- 
cepted, is the story of the growth of a penal 
settlement, administered by a naval or mili- 
tary governor, into a federation of separate 
h with a system of parliamentary 
In 1900 


Constitu- 


states, eac 
government on the British pattern. 
Australia 
m Act of the Imperial Government pro- 
vided for under 


1 


the Commonwealth of 


federation of six colonies 


the name of the Commonwealth of Austra- 


lia. The constitution confers on the com- 


monwealth parliament the taxing power, and 


laws made in pursuance thereof cannot give 


‘nce to any state, impose any tax on 


property belonging to a state and impose 


any tax on interstate trade. The common- 


wealth levies an income tax, an estate tax, 


a gift tax, a payroll tax, a sales tax and 
and 
not levy 


customs du- 


customs duties, excise duties special 


industry taxes Ch tates do 


income taxes, excise 


ties; and the f revenue of the 


main sou 


local governments < real estate, licenses, 


public works and servi nd grants from 


the state government 


This is a volume of the World Tax Series, 
published bv the 
| 


Program in 
Paxation of the Harvard Law Scl 


Earlier 
Taxation in 


International 
1001 
Taxation in 
the United Kingdor 


This series seeks to achieve two basic goals: 


volumes are 


nin Mexico 


system in its own 
terms and (2) to 


present each system so it can be compared 


(1) To describe each tax 


legal and administrative 


point by point with others 


Taxation in Australia is the joint work of 
Harvard staff member Walter W. 
and a research group in the Faculty of Law 
of the University of Sydney, the 
direction of Dean K. O. Shatwell. 


Brudno 


under 
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a determination of earnings and profits in 


the tax sense doesn’t necessarily follow 


accounting concepts.” 

The taxpayer was organized as a partner- 
ship. It kept its books on the cash basis 
for a good many years and, of course, filed 
its tax return based on the cash basis. For 
good and sufficient business reasons, it installed 
The new 
system included partners’ salaries, charges 
to various reserves and deferment to a 
later year of expenses. The 
system of accounting served a limited in 
ternal function and was not intended to 
supplant the cash method. The taxpayer 
continued to file its tax return on a 
basis. So, the Commissioner's consent to 
change the accounting method was never 
sought. The taxpayer did not seek the 
consent of the Commissioner because it filed 
its tax return in conformity with its cash 
method and consistent with its prior re- 
turns. The Commissioner charged that 
the return should have been filed in con- 
forinity with the accrual method. In other 
words, the Commissioner was attempting to 
treat the taxpayer as though he had asked 
change his method of 
though the Commissioner 
had given consent to such rhe 
Tax Court upheld the The 
Tax Court is reversed on this point by the 
Fifth Circuit 

What the 


very 


an accrual system of accounting. 


certain new 


cash 


for permission to 
accounting and as 
change. 


Commissioner 


Fifth Circuit had to s: 


interesting 
a professional 
which the 


“First, we are dealing with 
personal 
Cash method would be 
as a basis for computing income. As the 
Tax Court found ‘The partnership did not, 
at any time, hold merchandise inventories 
which would require the use of 
method in keeping its reporting 
its income.’ And, more important, the Tax 
Court expressly held that ‘The partnership's 
income could, on the 
clearly reflected 
or accrual methods.’ 


service enterprise in 


entirely adequate 


an accrual 
books or 


facts of this case, be 
by use of either the cash 

“The partnership started out with the Cash 
method of bookkeeping. Its returns 
in conformity with that. Returns for 
sequent years were consistent with the prior 
returns. For its own internal purposes it 
installed an Accrual system. But this was 
to supplement, not supplant, the Cash 
method. An integral part of the 1948 system 
was the recognized necessity for accounting 
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were 
sub- 
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adjustments which were to be made by the 
partnership's accountants in accordance with 
accepted professional concepts in order that 
the books would show income on the Cash 
method so that, in turn, tax returns could 
be computed both in conformity with such 
books and consistent with prior returns. 


“That this system called for adjustments 
or that mechanical evidences of the results 
of them were kept in the physical posses 
the partnership's regular account- 
The first is but 
consequences of a tax 


sion of 
ants is of no significance 
one of the 
weary world in which, taxwise, it is some 


strange 


times wise to spend to save, and orthodox 
principles have to be trimmed and hauled 
to meet the unique necessities of the in 
satiable tax-gathering 
deed, if making adjustments is an offense, 
then the Commissioner is among the first to 
cast stones. For in his worship of conform 
ity to the ostensible Accrual bookkeeping 
system, he disallows, as he properly should, 
many of the items 
economic 
operations, the loss or profit in given jobs, 
a partner 


process. . . In 


which, in an 


sense, were relevant to cost of 
but which cannot be deducted in 


ship return 


“The second factor, phy sical possession ot 
accountants is a 
treated by 


Reve nue 


the adjustments by the 
They 


accoun 


shallow objection were 
ants, and 


e books or record 


Taxpaver, the 
part 
partnership to be 


P 
I 


Agents as a of t 


of the permanently re 
tained for inspection by Internal 
officers. While the Tax Court did 
say that ‘Without such working papers, the 


partnership's net income on the cash method 


Revenue 


was not readily ascertainable from its rec 
ords,’ this is not to be read literally either 
from an accounting or tax point of view 
These memorandum journal entries convert 
ing all elements of income and 
to the Cash method 
counting principles 

number, in 


covered, 


expenses 
accepted ac 
so simple in 
terminology, in the number ot 
that the stipulated adjust 
ment entries for all four (1948-1951) 
are printed in full in tabular 
form on two pages of the appendix to Tax 


follow 
Phe V are 


items 
vears 
traditional 
payer's brief. Starting with the figure show 
ing ‘Ordinary net income 
there are ten items under ‘Add’ 
final 


(loss) disclosed 
by books’, 
and nine under ‘Less’ resulting in the 
figure ‘Ordinary net income as disclosed by 
Each of to be added 


or deducted is one accountant 
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returns’, these items 


which any 





in the routine conversion of an Accrual 
system to a Cash system would instinctively 
know would have to be taken into account, 
and each of these items is reflected by the 
Accrual books. Moreover, two of the adjust 
ment entries increasing income tor tax pur 
poses, aggregating substantial sums _ for 
partners’ salaries and capital reserves 

are the very ones which the Revenue Agents 
disallowed in applying the Accrual method 
There is no suggestion that to find, under 
stand, and then intelligently deal with“ these 


items no more obvious than the others, the 
Agents found the Accrual system ot books 
} 


inadequate or that they had to search else 
where for the numerical truth 
“These books were therefore entirely ade 
quate. They did, as the Tax Court found, 
clearly reflect income. Once that condition 
exists ; the Commissioner [has] no 
power to reconstruct mcome on some 
system or basis to secure more tavor 
able tax revenue Indeed, it is dithcult to U. P. 1. Telephoto 
see how a conscientious taxpayer in this 


sort of professional activity, anxious to The Rev. Maurice McCracken is carried 


mode rn accountancy, more about the eco into the United States Commissioner s 
nomic capabilities of his organization and office in Cincinnati. He refused to 
its everyday business performance, could walk or cooperate with 

have done: otherwise. He would know that United States officers in any way. 

’ : 1, “- Ss10 r’s ons Ss { n . 

until the Commissioner consent Was give He was cited for contempt 

file income tax returns on the new basis after ton years of refusing 

Re cognizing tl at, conscious that it he made to pay income taxes because part 


such an attempt, it would be a violation of of them would pay for war. 


the lawful regulation, hence a violation ot 


learn through the revealing processes ot! 


to such a change, he could not compute and 


law, the most simple and forthright soluti 
would be to maintain the books in such a 


as to serve his internal needs and, at 


he same time, reflect accurately the income 


on the former method and upon which the 


subsequent income tax returns would be made 


; : ymmissio 58 


PIONS are COomMInNE soo! 
faced with questions re 

ictions under Sections 170(b) 

Contributions to civi 


lations are ©. K 


educational purposes 


" colleagues 
part ot the activities 
+ term witl 
propaganda. So—this question will ; ; 
- ‘ A e section of tl 
What is propaganda? See Season . , 
” ae : this particular, 
v. Commisstoner, 56-1 ustc § 9135 (CA , le] ' 
lem, aithoug 
Here is the Sixth Circuit’s definition Hisaion 
of the term: “As. stated in the Ency t] ‘ Certain 


clopedia Britannica, the word [propaganda] — all recommendations 
properly means an organization or associa . to legislative 
tion for the spreading of particular beliefs ials, comes withit 
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all representations or proposals designed to 
awaken public opinion or inform authority 
must have in them some quality of evil, 
since they are in effect condemned in a 
remedial statute, by excluding their pro- 
ponents from its benefits, whether they are 
advanced in the public or private interest 
It is my view that, as used in the statute, 
the term public address with 
selfish or ulterior purpose and characterized 
by the coloring or distortion of facts. If all 
public or to authority is 
to be condemned because propaganda, the 
right of petition characterized by John 
Quincy Adams as the right of ‘entreaty, 
supplication, prayer’ 
So, also, with the constitutionally protected 
We may not shut 
our eyes to great international movements 
or fail to note that the term propaganda 
has in its more virulent form been charac 
terized as the technique of the ‘Big Lie’. 
Murray’s Oxford University Source Dic 
tionary word ‘propa 
ganda’ in an 1848 dictionary by Brande in 
which it is said the name ‘propaganda’ is 
modern political language, as 
reproach to 


connotes 


address to the 


becomes meaningless 


right of free speech, 


notes a use of the 


applied, in 
a term ot 
for the spread of opinions and principles 
most governments 
Webster's dic 
tionary also has definition, 
“now, otten, mtor 
mation, gossip, or the like, for the purpose 
injuring a insti 


secret associations 


which are viewed by 
with horror and aversion 
this subsidiary 
dissemination of ideas, 
of helping or person, an 
victim of the 


’ 


tution, a cause, etc.; as, the 
opposing party’s propaganda, 
term 1s 


and | 


there is nothing in the findings 


“Tf this is the sense in which the 


used in the section 
think it ts, 

of fact of the Tax Court which justifies the 
Commissioner in his determination, that the 
exerted tor 


herein involved, 


activities of the League were 


a selfish, unethical purpose, or is anywis¢ 
Indeed, the 


Tax Court negative 


lacking in good taith findings 


and conclusions ot the 


such purposes. To brand such representa 


tions as were made by the League as ‘polit 


ical’ does not gainsay this observation.” 


took out an insur 
| 


or its president 


\ CORPORATION 


policy on the lite 


ance 
premiums, It 


The 


reserved the 


corporation paid the 


right to change the beneficiary 


and did change the beneficiaries several 


times, with the end result that other stock 


holders in the corporation became benefi 


ciaries in proportion to their stock owner 
ship. The Tax Court held that the company 


had a plan of procuring life insurance on 
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the lives of its othcers, with the corporation 
as the original beneficiary, but the plan 
provided the beneficiary was to be changed 
so that the corporation would receive noth 
ing when the insured officer died and the 
stockholders would receive the proceeds ot 
the policy. 


“Clearly this is not the case where the 
corporation purchased insurance on its offi 
cer’s life in good faith to avoid or ameliorate 
the consequences of loss by the corporation 
in the death. The insurance 
was purchased by the corporation in pursu 
ance of a plan to distribute corporate profits 


event of his 


to shareholders. 


There insurable interest here so 


the amounts paid under this policy must be 


Was no 


included in the gross income of the benet 


ciary Francis H. W’. Ducros, CCH Dee 
23,191, 30 TC , No. 141 


Meetings of Tax Men 


North Eastern Accountants.—The Sixt! 
Annual Tax Conference of the North Eastern 
State Associations of Public Accountants 
will be held Saturday, November 1, at tl 
Hotel Statler in Boston 
all-day tax with 


here will be 
sessions a banquet in the 
evening. Highlighting the program will be a 
discussion of the Mills bill by a distinguished 
panel of tax with Benjamin 
Arac, professor of taxation at Northeastern 


University, 


authorities, 


moderator. Che 
(including banquet) is $12 
Hosting the 

Association 
Court Street, 


serving as 
registration tec 
for registrants, $7 for wives 
meeting 1s the Massachusetts 
of Public Accountants, 40 


Boston s, Massachusetts 


Canadian Tax Foundation.—The Annual 
lax Conference ot the Canadian Tax 
Foundation will be held November 13-15 
at the Royal Alexandra Hotel in Winnipeg 
Panel sessions during the course of the cor 
ference will treat a variety of tax topics, 
including company amalgamations; account 
ing tor deductible 
property and 
and petroleum industry taxation 
Friday, 


will be 


expenses; income, sales, 


estate taxation; tax treaties; 
At a ban 
November 14, the conter 
Donald M 


Fleming, Canadian Minister of Finance. A 


quet on 
ence addressed by 
registration fee of $20 is charged, with an 
additional $5 being charged for the banquet 
meeting 


Federal Tax Forum.—On 
the Nineteenth 
eral Tax 


November 20 
Annual Dinner of the Fed 
will be held at the Hotel 
York City The dinner 
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Forum 


New 


Biltmore in 





will feature a speech by Clarence I. Fox, Jr... the sessions. Registrations should be sent 
recently appointed New York City Regional to the Tax Institute, Inc., 457 Nassau Street, 
Commissioner of the Internal Revenue Serv Princeton, New Jersey 

ice. Leading tax officials of the North- 
eastern states will be present. Reservations 
at $15 may be obtained from the Federal 
Tax Forum, 902 Broadway, New York 10, 
New York 


Oregon Tax Conference. The New 
Heathman Hotel in Portland will be the site 
of the Sixth Annual Session of the Oregon 
Tax Conference, November 21-22. Presen 
tations will be geared to the practical prob 

Wisconsin Accountants.— The Twenty- lems encountered by the accountant, 
second Annual Tax Clinic of the Wisconsin’ the small and medium-sized business 
Society of Certified Public Accountants will subject of one of the presentations is “Tax 
be held at the Elks Club in Milwaukee, ing Corporations at Individual Tax Rates.” 
Friday, November 14 Other presentations will treat tax practice 


administr - the handline of protest cases 
Tax Institute, Inc—The 1958 Tax Insti administration; the handling pa ombtahe 


tute Symposium will be held November 20 
and 21 at the Princeton Inn, Princeton, 
New Jersey The title of the symposium 
is “The Impact of Taxation on Management 


multiple corporations; income, gift an 
heritance tax tie-ins; profit-sharin 


partnerships between related peop! 


state taxation \ registration fee 
is charged for the full conference, $6 for 


Responsibility: Depreciation and Compen : ‘ 
any half-day session. Registrations may be 
placed with the Oregon Tax Conference, 


Post Office Box 4115, Portland Ss, Uregon 


sation.” Speakers will include executives 
of large industries, corporation counsel, In 
ternal Revenue Service representatives and 
members of the teaching profession Phe New York County Lawyers. 
registration fee of $25 for members and $35 York County Lawyers Associati 
for nonmembers will cover two luncheons,  soring a lecture on “The Ne 
reception, a copy ot the symposium volume by J. Henry Landm: Cr} 
and attendance at all sessions. Students ber 4, at 8 p. m 

will be admitted free to all sessions, and livered at the 

special rates will apply to professors and rep 14 Vesey Street, New 


resentatives of civic groups attending only sion is tree 


“Keep an eye on young Bailey there - 
| think he’s got what it takes” 
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WASHINGTON TAX TALK 


Hearings on the taxation of mutual insurance companies will 
begin on November 17; small business regulations are issued. 


Total Governmental Income 
and Outgo 


Expenditures by all governments im the 
United States federal, 
their that 
amounted to $124.4 billion 
nue in the period of the 
was $130.1 billion. This is about $6 
than the sum of all public 
these he 


government 


local—n 
1957 


state and 
ended 


The 


fiscal vears during 
total reve 
SAlTlic Same wovern 
ments 
billion 
expenditures, A 
shows that the 

mainly for the 
State 


about $0.5 billion more revenue 


more 
break-down of 
ures tederal 


accounts excess of revenue 


over expenditures governments had 


than expen 
, 


local government spend about 
they take in 


1957 


ditures, but 


$2 billion more than 


In per-capita total expendi 


tures Ww $730. National 


terms, 
and in 
$269 per 


$461 


detense 
relations account for 
public 
Education ranks 


and its per-capita cost Is $91 


capita all other tunctions, 


per capita second to na 


tional detense, 


The total tax revenue is $98,858 million, 
of which $69,815 million is collected by the 
federal government, $14,531 million by state 
$14,511 million by local 
Property taxes account tor 
$479 


governments and 


governments 


$13,097 million, of which million is 


collected by state governments and $12,618 


million by local governments. Individual 
taxes account for $37,378 million, of 
which collected by the 


federal government, $1,563 million by 


IncoOmME 
$35,620 million is 
State 
governments and $205 million by local gov 
ernments Corporation income taxes ac 
count for $22,151 million, of which $21,167 
million is collected by the federal govern 
ment and $984 million by state governments 
General sales and gross receipts taxes pro 
vide $4,027 million, of which $3,373 million 


is taken in by the states and $654 million 
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by local governments The tax yield on 


motor tuel is $4,349 million, of which $1,498 


million s received by the tederal govern 


i 
ment, $2,828 


million by state governments 


and $23 million by local governments. Al 
rnments 


beverages provide all Love 
$2,893 million pt 


coholic 
with $3,484 million, with 
to the 
lion to 


vided federal government, $569 mil 


state governments and $22 million 


to local governments Tobacco is the source 


of $2,273 million in taxes, $1,669 millio 


federal governime nt’s tax, 


taxes and $481 


coming trom the 
$556 million from state 


local 


selective sales and gross receipts taxes 


illion 


trom taxes otf governments, Other 


all governments million in 
OF this, $4.33, 
$1,109 


vic 


revenue comes trom 


tederal taxes, taxes 


levied by state governments 279 mil 


mm taxes levied by local government 


$1,711 


million in tax revenue, of which $1,365 mil 


lion tre 


Inheritance and gift taxes provide 


lion is garnered by the tederal government 


$338 million by state governments and $8 


million by local governments. Licenses and 


permits provide $3,923 million in revenue, 
$537 million for the federal government, 
$2,731 


$656 million for 


governments and 
Motor 


provide 


million tor state 
local governments 
licenses 


which $1,368 


vehicles and = operator's 
$1,462 million in 


million ts 


revenue, ot 


accounted for by state govern 


ments and $94 million by local governments 


Taxes from all other amount to 
$2,461 
receiving 
$1,363 million and 


million 


sources 
million, with the federal government 
$537 million, 


local 


state governments 


governments $561 


Congressional Hearings 


On November 17 committee hearings on 
the taxation of mutual insurance companies 
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will begin 
which it 
ot ¢ 
ot 
will he 
or 


is hoped that at the next 
ngress a Satistactory, permanent 


insurance 
At the 


rmula 


lit¢ 


taxing mutual lit 
enacted into law 
ston oneress, the t 


Act 
Se Uraeaitige 


Phe 


concept ot 


to the taxable 


Was extended 
after 1957 


lreasury desires to 


taxing lite 


which as been in 


companies 


kn wh 


his is the starting point from 


session 


companies hacia 
rece 


VCs 


Small Business Regulations 


Amendments Act 
small 


- Technical of 1958 
a category called business 


busine Ss cf 


itself of this tax 


nt se ration avail 


1955 a small 


be 


¢ 
2553 exercising an 


tegory What 


aAlCK 
not 


ars Form 
under this « 


Phe 


tax 
rh no distributior 


rt ti 


corporation will pay 
its shareholders will, 


but 
1 is made out 
ings and profits corpo 


vords, 


in income tax 


| he sl are | olders, 
» 


per it 
pe cel 


tecderal 


social security, 


rings 


bill 


TAnce 


tax 


insu 


it 
It 


"I 
n 


a SOO mi 


and that 


posed } 


' 


\ 


total tax 


1960 


states impose a straight 


lit 
Th tite 


as 


Insurance premiums 


rhe 


emium 


posited average state tax 


$100 of pr 
‘| he re 
the 


method of 
on one side and mutuals on the 


conside rable 


Is 


insurance industry 


levving taxes 


disagreement within these 


Washington Tax Talk 


disagreement in 
as to an equitable a 


stock 


categories 


taxable 


The taxable 
rt 


business Cor] 


exceeds divi 


tributed on the 


taxable vear 


The election should be made by tl 

Form 2553 and by 
of share 
Che election sha 
ho are 


1e COT 


fili 


Ing 


filing 
statement of the 
holder ot the corporation 


be signed by the person or persons w 
to return and shall 
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1 poration by 


consent each 


1] 
it 


companies 
} 


other—with 
sign the be 


authorized 





filed with the district director with whom 


such return is to be filed. 


The election shall be filed for any taxabl 
year either during the first calendar month 
of such taxable year or during the calendar 
month preceding such first calendar month. 


For any taxable year of a corporation 
which begins after December 31, 1957, and 
before September 3, 1958, and which ends 
after September 2, 1958, the election shall 
be made on or before December 1, 1958, o1 
on or before the last day of the corpora 
tion’s taxable whichever is 
An election for taxable year may be 
made, however, only if the corporation has 
a small business corporation on each 
September 2, 1958, and_ before 


vear, earlier 


such 


been 
day atter 
the day of election 


An election shall be valid only if all per 
sons who are shareholders of the corpora- 
first day of the corporation’s 
election 


tion on the 
taxable year or on the day of 
(whichever is later) 
tion. Such shareholder consent 
the form of a statement signed by the share 
holders in which each such shareholder con 
sents to the election of the corporation under 
Section 1372(a). The statement shall set 
forth the name and address of the cor 
poration and of each shareholder, the num 
shares of stock 
shareholder and the date (or 
which such stock was acquired 


such elec 


shall be in 


consent to 


ber of owned by each 
dates) on 
The con 
sents of all be attached 
to the election of the corporation filed with 
the distr It the election is made 
before the first day of the corporation’s tax- 
able year, the consents of persons who be 
come shareholders after the date of election 
and on or before such first day shall be 
filed with the director with whom 


the election was filed as soon as practicable 


shareholders shall 


ict director 


district 
after such first day. In the case of a con 
sent filed after the date of election, a copy 
of the consent shall be filed with the return 
required to be filed under Section 6037. In 
election under Section 
consents are filed 
making 


will an 
valid if the 


ne event 
1372(a) be 
the last day 


atter prescribed for 


the election 

An election shall terminate if any person 
who was not a shareholder on the first day 
of the first taxable year for which the elec- 
tion is effective, or on the day on which the 
election is made (whichever is later), be- 
comes a shareholder and does not consent 
to the election. Such termination shall be 
effective for the taxable year of the corpo 
ration in which such person 
shareholder and for all succeeding taxable 
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years ot such corporation. Any such con 
sent by a new shareholder shall be made in 
a statement filed with the district director 
with whom the election was filed. Such 
statement of shall be filed 


a period of 30 days beginning on the day 


consent within 


on which such person becomes a new share 
Such statement shall state that such 

election and_ shall 
and address of the cor 


number 


holder 
person consents to the 
contain the 
and ot such 


stock 


the date on which such shares were acquired, 


name 


poration person, the 


of shares of owned by such person, 


and the name and address of each 


from whom such shares were acquired. A 


person 
copy of the consent of a new shareholde 
shall be filed with the return 
be filed under Section 6037 for 
year to which such consent applies 


required to 
the taxable 


An election may be revoked by the cor 
poration (with the consent of all its share 
holders) for any taxable year of the cor 
poration atter the first 
which the election is effective 
tion shall be 
filing a statement 
vokes the election. 
signed by the 
authorized to sign 
poration and shall be filed with the district 
director with whom the election was filed 
In addition, there shall be attached to the 


statement of revocation a statement of con 


taxable year for 
Such revoca 
made by the 
that the corporation re 
The statement shall be 
person or who are 
the return of the cor 


corporation by 


pers ms 


ent, signed by each person who is a share 

holder of the corporation on the day on 
which such statement of revocation is filed, 
in which each such shareholder consents to 
the revocation by the corporation of the 
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Such revocation, ll made before 
the close of the first month of the corpora- 
tion’s taxable vear, shall be effective for the 
taxable 
made 

ot the 


made aiter the close of the 


election. 


year in which the revocation 1s 
and for all 


corporation. If the 


taxable years 
revocation 1s 
first month ot 


the corporation’s taxable year, such revoca 


succeeding 


tion shall be effective for the taxable year 
of the corporation following that in which 
the revocation is made and for all succeed 
ing taxable years of the corporation 


6037 of the 1954 Code 
that every electing small business corpora 
shall make a return for 
year for which the election is effective. 
return shall be filed on such 
be prescribed theretor and shall contain the 
Section 
return 


Section requires 


taxable 
The 


form as shall 


tion each 


information required by 6037 and 


by such form, The shall be signed 
are authorized 


6062 


by the person or persons whi 
to sign a under 
filed with the 
income tax return of the 
filed it the 
imposed by ¢ 


return Section and 


shall be district director 


whom the 


poration would be corporat 


subject to the tax 


he u required 


were 


ter | | 


6037 shall be 


under Sect 
day of the 
taxabk 


ot the 


The Supreme Court 


The Supreme Court has completed hear 


ing argument in one federal tax case on 
its docket. The case is Peurifoy v. Commis 
stoner, 57-2 ustc § 10,045, 254 F. (2d) 483 
(CA-4), which construction 
workers: a pipe welder, a 
welder The 


whether they can 


; 
involves three 
journeyman 
plumber and a question up tor 
deduct their 


expenses, incurred while on 


decision is 


living a particu 


lar constructior from their re 


and their travel expenses home 


project away 
spective home s, 
upon 
Tax Court 
Fourth Circuit 


termination of their 
had held that 


Court of 


empl yment The 
they could, but the 
Appeals 


project 0) 


reversed 


Since one man worked on the 


another a year and the third eight 


each had left tor 


months, 


months, and since 
personal or undisclosed reasons while work 
still 


indeterminate 


was available, the work was tor an 


duration rather than ust 


temporary 


which argument 1S 


November are 
7-2 ustc J 9825, 


Two tax cases on 


scheduled in Cam 


246 F 
Strauss « Son 7% 


q 9220, 251 F. (2d) 


early 
marano v. U. S., 5 
(2d) 751 (CA-9), 
Commissioner, 58-1 UST 
O85 (CA-8) 


and 


Washington Tax Talk 


Che whole- 
sale distributor of beer who didn’t want to 
see proposed legislation to place the retail 
sale of beer and wine in his state exclusively 
in state-owned lo thwart the 
distributor con- 
fund that 
publicity 


program, and he deducted the contributions 


Cammarano case involves a 


stores pro 
beer 


trust 


posed legislation, the 
tributed money to a 
used to 


was 
carry out a state-wide 


on his federal income tax returns as “ordi 
nary and necessary business expenses.” The 
Ninth Circuit affirmed the lower 
denial of the deduction, holding that 
the legislation aimed at 
there that it 
affected the petitioner’s wholesale business. 
Che contributions lobbying 


expenses by the 


court’s 
since 


was retail sales, 


was no showing would have 


were deemed 


Commissioner, and such 


expenses are not deductible under the regu 
The Ninth Circuit held 


regulations disallowing the deduction 


lations that th 


lobbying expenses are valid 


Che Strauss case 


involves an 
, 
i 


lar to the Cammarano case: on 
different I 
Strauss involves a fight by 


deteat 


the cast are 
lique 
a referendum petit 


the ballot for decision | 


the Strauss case, 


carried on against 


have brought back p 


Che plaintiff, a wholesale 
contributed to a 


a corporation 
uade the publi to vote against the 


the distributor attempte: 


contributions as “an ordinary 
al ! necessa©ry business expense 


Commissioner denied tl 


larly, one of the gr 


deduction was. struck 


marano case would n 


case In Cammaran 
for disallowing the 
tl was aimed at 


SINCE e measure 


tribution of beer and 


} 


wine, 


} ] ] 
Who Was a WI olesalet couk 


t atfected his business 


juestion in the Stramss 


prohibition would 


fight between tl 


Commissioner was, 


validity of Regulatior 


which expressly disallows 


expenditures for the promotior 


legislation, considering them 


or necessary business expenses 
court upheld the regulation, finding tl 


being in effect for 40 vears without being 


rejected by Congress was indication ot Con 


approval 


} 
ressional 
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HOW TO HANDLE GOOD WILL IN AN INSURANCE AGENCY— 
Continued from page 806 


value, it should be 


success of the 


hanced by good will 
that the 
due solely to the ability of the 


stockholder-owners 


agency is 
individual 


stressed 


The most recent litigation involving this 
question in the case of an insurance agency 
is Estate of Ben R. Henderson, CCH Dec. 
19,250(M), 11 TCM 1014 (1952). Here the 
agency was incorporated in 1919 with an 
authorized stock of 200 shares of the pat 
value of $100 each. One hundred and one 
shares were to the decedent and 8&9 
to the other stockholder. All contracts with 
the various insurance companies represented 
by the had been in existence since 
1919 had an excellent reputa- 
tion and a good clientele. In 1945 the other 
stockholder died and the present decedent 
bought the 89 shares from the widow for 
$381.31 per share. The corporation was then 
dissolved and the 190 shares surren 
dered in exchange for all corporate asscts 
liabilities. Whether gain ot 
surrender of the stock de 


issued 


agency 
The agency 


were 


subject to its 
loss resulted by 
pended upon the net value of the corporate 
There was no dispute on the valua- 
except with respect to the 
value of will, if any. The Commis 
claimed a value of $29,360.96, ob- 
subtracting $43,087.94, the value 
from the total ot 
multiplying 190 
argued by the 


assets 
tion of assets 
good 
sioner 
tained by 
of the tangible 
$72,448.90, arrived at by 
shares by $381.31. It was 
taxpayer that the corporation had no good 
did transfer to the 
facts 


assets, 


could or 
Tax Court held on the 


which it 
The 
that obviously the corporation had good will 


will 


decedent 


and part of it was included in the price of 
However, the Tax Court found 
value did not exceed $15,000. 


the stock 
that the 

This approach should be compared, how 
ever, with the case of D. K. MacDonald, CCH 
Dec. 13,898, 3 TC 720, involving essentially 
a one-man corporate insurance agency. In 
this case the Tax Court refused to find good 
will value where the success of the corpora- 
tion was due to the personal attributes of 


the stockholder-owner. The court said 


“Tt is difficult to see why a willing buyer 
would pay more for this corporation than 
the value of its tangible assets, where D. K. 
MacDonald was ‘at liberty to set up a simi- 
lar business in the same locality and carry 
it on in his own name’.” 
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Analogous cases include Ruth M. Cullen, 
CCH Dee. 17,513, 14 TC 368, Lawton, cited 
above, and Maurice A. Mittelman, CCH Dec 
15,474, 7 TC 1162. In the latter case the 
Tax Court pointed out that two chief ele 
ments in good will are “continuity of place” 


and of “name.” 


Valuation of good will, as such, seldom 
presents a problem when stock of a corpo- 
ration is sold (as distinguished from com- 
plete liquidation of the corporation), since 
the sale price normally reflects good will 
value and there is no question of allocation 
of the purchase price to capital and non 
Chis is especially true when 
The problem 


capital assets 
the corporation is continued 
does exist in the sale of an unincorporated 
business. By reason of the conflicting tax 
positions of the buyer and the seller, the 
treatment of good will should be carefully 
considered in the contract of sale. Normally 
the seller is interested in obtaining a high 
allocation of the purchase price to good will, 
whereas the purchaser wants a low alloca 
tion. The reason for this is that will 
is a capital asset, with the result that the 
seller reports his gain as capital gain. The 
purchaser, on the other hand, can obtain no 


good 


tax benefit from a high allocation to good 
will since no amortization deduction of pay 
In other 
words, the purchase of good will is a capital 
expenditure and not an ordinary and neces 


ments for good will is allowable 


sary business expense. 


The need for clear identification of good 
will as an element of the is aptly 
illustrated by the many 
In this connection, however, the 


sale 


cases now being 
litigated 
seller cannot arbitrarily assign any 
of the sales price to good will. He must be 
prepared to substantiate the value placed 
upon the good will component or the Inter 
nal Revenue Service will 
through some form of capitalizing earnings 


portion 


t 


use 1ts own test 
However, assuming an arm’s-leneth transac 


tion, a reasonable allocation, agreeable to 
both parties, will be acceptable to the Inter 
nal Revenue Service. This is especially true 


where in law the buver and seller I 


are deemed 


strangers to each other. 


At this point we are concerned with the 


narrow but recurring question of the tax 
consequences of an agreement by the seller 
to refrain for a given period from competing 


with the purchaser. The tax 


TAXES —The Tax Magazine 


consequences 





the buyer conflict where 
an is entered into. Stated 
in the simplest terms, the seller is interested 
in knowing whether proht 
capital gain from the sale of a capital asset 


and 
agreement 


to the seller 


such 


his represents 


taxable at regular not 


Phe 


wants to know 


or ordinary 
mal 
other 


Income 
buyer, on the 
(1) part, 
be deducted as 
, . ] . 
(2) whether it must be 


and surtax rates 
hand, 


if any, of the 


what 


sale price may 


a business expense, 


considered as the payment for an asset and 


whether amortized 


the 


(3) any 


life of a 


may be 
not 


portion 


over covenant to compete 


the have liti 
the that the 
was propounded in 


54-1 


Both the buyer and seller 


gated these with result 


issues, 
rulkk 
Trust wv. ( mer 
© 9215, 209 F. (2d) 761 (CA-10) 


following general 


Hamitn’s LPNLS ST USTC 


If such an agreement (that is. 


pete) 


not 
much 


to com 
tor 
be 
actually 
is ordinary 


can be segregated, not so 


purposes of valuation as in order to 


assured that a separate item has 
dealt with, the 
and not the 


where it 


been agreement 


income sale 
But 


good will in the 


of a capital asset 


accompanies the transfer ot 
of a going business and 


not to com 


sale 
it is apparent that the covenant 


i 
rete has the function primarily of assuring 
the purchaser the 


ot the good 


beneficial enjoyment 


will which he has acquired, the 
and 


a contributing element to 


regarded as nonseverable 


efttect 


covenant 1s 
being in 


assets transferred 


above rule establishes the pattern 


he agreement not to compete 1S 
ood will, the 
agreement not 


considera 


inseparable from a transfer of ¢ 


seller or maker of the will 


be deemed to have received any 


tion taxable as ordinary income 


What are 


to compete 


covenant not 
per- 
con 
difficult 


chances of tne 


the 
being held severable in the 


sonal service type of business? The 


clusive answer to this question is 


THE SALE OF AN ENDOWMENT 
Continued from page 804 


accruing during the litetime ot the 
contract 
nary 


policy or 


was “guaranteed” or assured ordi 
income which could not be converted 
into capital gain merely by selling the policy 


or contract to a third party prior to maturity 


The contrary finding of the Tax Court in 
the Phillips case on this same argument ap- 
pears to be justifiable only on the ground, 
as found by the Tax Court, that the Treas- 
ury had not presented any specific or con- 


Good Will 


The Commissioner tends to resist the 
case of the purchaser attempting to amortize 
the payments over the life of the covenant, 
whereas oddly enough a different position 
] taken as the at- 


has seller’s 
tempt to treat the proceeds as capital gain 


been respects 


than ordinary income. Some courts 
indicate that 
is implicit in the good will itself and that the 
not to accordingly 
Phe 


competition ts 


rather 
forbearance from competition 
covenant 
superfluous 
from 


good will 


Phe 


cally that the 


compete 1s 
that 


Im Cait 


theory is refraining 


] 
intrinsi1€ Sale 


purchaser, however, can argue lk 


covenant not to compete 
7 

Will 
the 


agency. In 


separate and distinct trom good 


good will being nominal in view of 


sonal service nature of the 


respect it is axiomatic that personal ability, 


constitute 


skill and acquaintanceship do not 


good will as an item of property, nor 


they exist in such form that they 


ie subject of separate transfer 


ttac »>th sé 


tributes a mm and may 1 


piecemeal others 


t 
t 
transferred 


of the numerou iscl 


ses 


1 . 
courts look for in 1 sales is whethet 


a , 
it covenant really goo 
will under at unless the 


fact, some- 


the 


restrain 1 1 | t in 
thing other than the good will of 


At the 


lems that 


agency 
I noted the perplexing prob- 
result good will is 
tax Many of these 
still in the f 
Internal 


outset 


when injected 


into the picture prob- 


lems rmative 


are tage inas- 
Revenue Commissioner’s 
He Is 


ar1ou 


as the 


crystallized 


t } 
position hi 


presently from \ 


1 
Hes 


approac 


into any arrangement 


good will may be one should re 


view th the tax laws 


discussed 


[The End] 


relating 


POLICY — 


the content or source 
between the value as 
ot the date of sale of the policy and the net 


premium cost to Phillips 

Che 
cases in the 
different if 
present 


crete evidence as to 


of the difference cash 


future 
Tax Court itself, might well be 
the careful to 
specific evidence showing that the 
excess of the policy cash the 
net premium cost to 


84] 


very result in Phillips, or in 


Treasury were 
value as of 


date of sale over the 





the policyholder was due specifically to in- 
terest earnings. 

In assuming that the gain was in no way 
attributable to interest earnings, the Tax 
Court’s two assumptions to actuarial 
theory are open to serious attack: 


as 


(1) Even on endowment policies issued 
by mutual life insurance companies at very 
young ages, the cash value can prior to 
maturity exceed the gross premium cost. 
Therefore, it cannot be assumed, as the Tax 
Court did, that there could be no gain on 
the sale directly attributable to interest 
earnings, even apart from the question of 
the effect of dividends. And, of course, on 
nonparticipating issued by 
life insurance companies, this would be even 
more true. 


policies stock 


(2) If the gain on the sale is to be at 
tributed to mutual life insurance company 
policy dividends, it cannot be assumed, as 
the Tax Court did, that the dividends are 
strictly the result of mortality and expense 
experience more favorable than anticipated 
Policy dividends themselves include 
an element of interest earnings due to in- 


also 


CANADA WILL HAVE A DEFICIT, 


An analysis of the budget speech 
of the Canadian Minister of Finance 
forecasts an excess of expenditures 
over revenue for the fiscal year end- 


Preliminary 
1958 


1,499 


Personal Income Tax * 


Nonresident Income Tax 


Corporation Income Tax" 


Succession Duties (or Estate Tax) 
Customs Import Duties 
(Net)* 


Other Excise Taxes and Duties 


Sales Tax 


Miscellaneous Taxes 


Total Tax Revenue 
Nontax Revenue and Credits 
Total Budgetary Revenue 


Total Budgetary Expenditure 


Deficit 


* Excludes Old Age Security Taxes 


» Budget forecast 


* The impact on the taxpayer under the Arn- 
feld view would, of course, be softened by the 
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vestment experience favorable than 


anticipated. 


more 


The Future 


Because of the Treasury's strong attitude 
on this entire question, it is quite likely that 
the Phillips case will be appealed. In view 
of the Supreme Court's recently stated at- 
titude in the Lake case, the United States 
Circuit Court of Appeals miglit likely fol- 
low Arnfeld rather than Phillips 

Pending the decision of such an appeal, 
it would seem highly inadvisable for tax 
payers to rely upon Phillips in the hope of 
obtaining capital gain treatment on the sale 
of their endowment and annuity 
contracts. The Treasury would doubtless 
challenge any attempt to treat the sale pro- 
capital gain, and the taxpayer 
would have to take the Treasury to court 
in order to win his point.® 


pe plicies 


ceeds as 


In the absence of any clearer authority 
than we now have, whether or not the tax- 
payer would win this case would appear to 
depend largely on the court selected. 


[The End] 


TOO 


ing March 31, 1959, of 
million. The chart below 
Canada’s revenue and 
in millions of dollars: 


about $640 
illustrates 
expenditures, 


Change in 
Fiscal Year 
1959 from 
Proposed 
Changes Budget 

1959 Changes 
1,370 l 

70 
1,020 


Revised 
Forecast 
After 

Changes 
1959 
1,369 
70 
1,019 
65 
$50 
700 
549 


>? 


4,224 
428 


Forecast 
Before 
Budget 


4,660 
5,300 


640 


4.652 
5,300” 


648 


‘three-year spread’’ rule of 
1954 Code. 


operation of the 
Sec. 72(e)(3) of the 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 
administrative rulings. This department's scope includes the following 
types of taxes: Income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


ture thi 
The pur 


Final Report on Tax Measures al ih ron Lane 
Appearing on November Ballots ; nib 


g authority 
his final report on tax measures that ould be extended inclu pensions under 


will be subjected to voter approval in tl n ordinaries retiremen 


t svstem. school lunches 


Ht ; 


November general elections completes ; and retirement benefits tor peace officers 


survey begun in this department last month , 
, epa nt la While Georgi: oters are considering 


In Alabama, Montgomery County voter under one of th ve proposals, whether 
will decide whether the county shouk - to gran th < n authority o levy 
authorized to levy an additional tax of up taxes tor hool lunel . they will have to 

1 per cent of the value « consider, under an et vy different 1 


same pur] 


rs will consider Proposition One ballot measure 
or disapprove its hori local license 
exemptions trom in Colquitt County; 
local property taxes for private no 
schools, except those exclusively for h i r Carroll 


blind, mentally retarded or physically 


establish and run 
capped The measure is an initiative cé A : 


tituti nal immer Iment poole —— paaense 
wenn — . — ie school taxes, the replacemen 

\ search for new industries for Georgia of tax assessors by a tax assessor 
cities and counties will account for several County and the setting up of al 
ballot proposals. The proposals would en administrators for Catoosa County 
able the following political subdivisions to proposals to which Georgia voters will 


create funds to encourage new industry by t } 


o give their consideration 


authorizing the levy otf property taxes 


. . . In addition to voting on a $75 million 
Baldwin, Seminole and Charlton Counties, n addition : sale sa 


and the City of Fort (;aines bond issue to provide bonuses fot Korean 


veterans, as reported last month, J///mots 


\ proposed $10,000 homestead exemption — Voters will also consider a proposed $248 


' aise Rite we t 
for disabled veterans will also be submitted — jyijion bond issue to make permanent im- 


to the Georgia electorate tor their approval provements at state institutions. The bonds 
\ broadened authority to levy taxes would be paid off by a direct annual tax 


would be granted the state by three bills on real and personal property in whatever 
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amount is found necessary to meet principal 
and interest obligations. 


the 
excise 


The question of whether to amend 
State constitution to increase the 
tax rate on liquor from 8 per cent to 16 
should 
Montana 


per cent of retail selling price 


spirited balloting in 


en- 
counter 

Vew Jersey voters will register their opinion 
of a proposed $45,850,000 bond issue to de- 
velop water supply facilities. The debt would 
be funded from revenues obtained from the 
facilities and from alcoholic beverage taxes. 
However, if these sources prove deficient, 
the proposal provides for a state-wide tax 
on real and personal property at whatever 
rate is necessary to meet principal and in- 
terest requirements 


In Oklahoma, voter approval of Referen- 
dum Petition 119 would render invalid that 
part of S. B. 367, 1957, pro- 
vides for tax for 
feed, farm machinery and agricultural chemi 
but would retain Section 1, which pro 
vides for apportionment of sales tax revenues 


When enter the voting 
booths, will consider a proposal that 
would permit property taxes levied against 
any property 


Laws which 


exemptions from. sales 


cals, 


Oregon voters 


they 


located all or in part in an 
urban redevelopment or renewal project to 
be divided so that taxes levied against any 
increase in the true cash value of the prop 
may be 


erty used to pay any indebtedness 


incurred in carrying out the project 


Pennsylvania will decide whether 
to authorize the legislature to set up standards 


and 


voters 


qualifications for private forest re 
and to 


the taxation ot 


serves enact special provisions tor 


such reserves 


South 
would 
acquired and used exclu- 
purposes 


Up for consideration by voters in 
Dakota is a legislative measure that 
exempt property 
sively for public 


taxation by general law 


highway trom 

Utah voters will decide whether or not to 
widen their personal property tax exemp- 
The proposal would remove the $300 
limit on exempt 
would exempt all 
furniture and 


tion 
personal property and 
household furnishings, 
equipment exclusively 
by the owner at his place of abode in main- 
taining a home. Utah voters will also con- 
sider an initiative petition that would permit 
pari-mutuel betting at horse races and pro 


used 


vide for a tax on such wagering. 


In Washington, voter approval is sought 
on a proposal to subject insurance payable 
upon the death of any person to inheritance 
taxation, with the tax considered a lien on 
the proceeds of the policy. 
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Also in Washington, approval is sought 
for permission to district 
to authorize excess tax levies at a specified 
maximum rate—for up to two 
operation and/or up to six years for capital 
outlay. A three-fifths majority vote is re 
quired for the pass, and the 
number of must be 40 per 
or more of the cast at the last pre- 
ceding general election in the district 


school electors 


years fot 


proposal to 


votes cast cent 


votes 
West Virginia voters will decide whether 
the maximum tax levy for public 
support could be ‘increased by up to 100 
per cent for a period of not more than five 
years, if 60 per cent of the voters of the 
school district approve 

Voters in West 
whether bank deposits 
be exempt from 


school 


\ irginia will also decide 
and should 


property tax 


money 


Supreme Court Acts on State 
Tax Cases on Its Docket 


The United States Supreme Court swung 
directly into its docket of 15 state tax cases 
(16 if an Alaska case is 
week of October 13, hearing arguments i 
the Northwestern States Portland 
Company v. Minnesota and W'tll 
ham and fittings, 
mcome 


counted) in the 


Cement 
rams VV. StOCk 
Valves Inc., cases whicl 


involve state net taxation of foreign 


exclusively in inter 


Court 


engaged 
Lhe 


three cases for want of a substantial federal 


corporations 


state business also dismissed 


question and denied certiorari to three others 

The Northwestern States case (Docket No 
12) has been brought to the Supreme Court 
by the taxpayer, the Minnesota 
Court having held its state’s tax 


Supreme 
on the net 
income Of a toreign corporation to contra 
vene neither the due process clause nor the 
commerce clause of the United States Con 
stitution (3 ste { 250-148, 84 N. W. (2d) 373) 
Contrary to where the 
upheld its state’s law, ts 
Stockham (Docket No 
which was brought to the Supreme 


by the State of Georgia. Its 


this case, State 
preme court 
l’alves case 
Court 
net mcome 
taxation of a firm im business 
which maintained only 
was struck down by the 
Supreme Court (3 ste § 250-439, 101 S. FE 
(2d) 197). Georgia has been collecting the 
tax on interstate 
commerce, holding that it would apply the 
state supreme court 
Stockham firm until there was an adverse 
decision by the United States Supreme Court 


interstate 
a sales office in the 


state Georgia 


other firms engaged in 


decision only to the 


taxation of firms in 
subject ota 
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Louisiana's 
interstate 


income 
commerce is the 





third before the The 


case is being appealed by the taxpayer from 


Cast Supreme Court. 
a decision by the Louisiana Supreme Court 
(Brown-Forman Distillers Corporation v. Col 
l { 250-463, 101 So 


has 


Revenue, 3 Sv 
(1958)) Vhe 
142, but the 
ndicated whether it 

Brown-Forman case, 
ld that the 


mary 


lector of 
(2d) 70 


signed Docket No 
Court 


Case been as 


Supreme 


has not vet will 


hear the case In r 


the Louisiana court he keeping 


men” in the 


“miss 


order-taking 


the taxpayer was sufficient to sub 


ject income from its wholesale business 


within the state t 


A tourth case iny he State of Wasl 
m’s business an vation tax, whi 
by whol tail sales 
ies Within h F United Stat 
State Hashington 
CCH WaASHINGTON STATI i AX 
q 200-172, 316 Pac. (2d) 


ate supreme c 


is measured 


Corp rratton 7 
REPORTS 
1099 (1957)). Here 


tihed, 


being subjects 
Washington has 
Inanutacturers 
manutacturers, 
+} u ' 


s a\ 
i 


combined manutacturi 


while the plain 

ate taxes it on the manu 
ds it sells in Washington, 

he privilege of manufactur 


Washington « 


t 


ommerce and can 
manutactut 


ase dismissed. ) 


deal 

and 

all tour 
diction or 
town Sheet Tube Company v. Bowers 
Onto Stare Tax © 200-6053, 

N. E. (2d) 313 (Docket No. 9), involving 
stored iron and Allt 
Ohio, In Bowers, CCH 
© 200-651, 


REPORTS 


imported bulk 


Stores of 


ores, 
(OHIO 
140 N. FE 
10), involving stored 


Srate TAx Reports 
(2d) 411 (Docket No 


merchandise, the taxpayers are contesting 


the validity of a state statute which imposes 
a property tax upon residents’ storage met 
chandise held tor storage only, while at the 
same time merchan 


excepting the storage 
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It is not enough, in the 
administration of justice, 

to declare the legal principle. 
The law is not a mere 

intellectual pastime. It provides 
the framework for the 
establishment of orderly human 
relationships.—William P. Rogers, 
United States Attorney General. 


nonresidents 
l 'nited 
{igoma, . 
Docket 


Vfhofee 


law ha ep 
Vax Act consti 
which exempted 
for delinquent 


repe aled act 


” vl 


Ath (2d) 301 


Supreme ( 


( Docke 
1 
seeks 
amendment of its 
Ver zovernment 


amendmen 


application 


Kansas 


better 


(Certiorar: dem in both cases.) 


also assumes a hopeful air for 


treatment trom the Supreme Court 


than 
eral Votors 


trom its Own supreme court. In Gen 


Corporation 7% C ommisst 


mm of 
Taxation, 3 ste § 250-455, 320 


807, the Kansas 


and 
(2d) 


Revenue 


Pac Supreme Court 
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held that purchases of materials outside the 
state for use in the manufacture of military 
equipment are made for the United States 
and exempt from use taxation. The 
has been Docket No. 356. 


case 
assigned 


There are presumably some “grapes of 
wrath” involved in an author’s appeal of 
Steinbeck v. Gerosa, CCH New York Stare 
Tax Reports § 198-036 (Docket No. 294). In 
New York Court of Appeals 
upheld the constitutionality of the applica- 
tion of New York City’s Gross 
Tax to an author's receipts from the grant 


this case, the 
Receipts 


of licenses to certain rights in his literary 
works. (Case dismissed. ) 

Su- 
Su- 


wants the 
overrule the Florida 
preme Court in City of Tallahassee v. Olan 
Mills, Inc., CCH Ftoripa State Tax Reports 
{ 200-184, 100 So. (2d) 164 (Docket No 
48). The state supreme court denied the ap 
plication of the city’s license tax on photogra 


The City of Tallahassee 


preme Court to 


solicitors to the 
photographe rs 


and 
out-ot-state 


phers respondent’s 


Contending that the Virginia franchise 


tax imposed on it is an excise or privilege 


tax upon its right to do solely an interstate 


business, the taxpayer is appealing in Rat/ 


way Express Company v. Virginia, CCH 


VirGINIA State TAx Reports § 200-020, 100 


5. “s 785 (Docket 
Court 


Was a 


(2d) 
Virginia Supreme 
tax in 


No. 38) The 
held the franchise 
property tax 
The Supreme 
jurisdiction in the 


question con 


stitutionally imposable Court 
noted 


to be 


has case It re 


mains seen whether the taxpayer will 
was in 1954, 
on appeal, the Supreme Court declared in 
Railway Express Company v. Virginia, 3 ste 
{ 200-112, 347 U. S. 359, that a tax upon 
gross receipts of purely interstate business 
apportioned to the state cannot be termed 
a property tax, and is invalid as a privilege 
upon 


be as successful as it when, 


or license tax exclusively interstate 


commerce 


A trucking company 
ing a decision of the 


taxpayer is appeal 
Ohio Supreme Court 
in Alger Company v. Bowers, CCH Onto 
State Tax Reports § 200-692, 143 N. E 
(2d) 835 (Docket No. 65). The state court 
held that Ohio’s axle-mile tax, which levies 
a graduated tax upon trucks 
or more discriminatory and 
does not impose an undue burden on inter- 
(Case dismissed.) 


having three 


axles, is not 


State commerce, 


Whether the California State Board of 
Equalization has the right to use a subpoena 
to obtain facts which the taxpayer will not 
give it voluntarily is the question that the 
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have settled in Redding 
State Board of Equaliza 
tion, 320 Pac. (2d) 25 (Docket No. 109) 
The California District Court of Appeals, 
Third District, upheld the right of the tax 
ing agency to use a subpoena for investiga 
tion purposes (Certiorari denied.) 


taxpayer seeks to 


Pine Mills, Inc. v 


Atlantic States 


\ husband and wife partnership in the 
District of Columbia conducted an insurance 
business, acting as agent for various insut 
with sub 
The District 
Tax Court held that the part 
nership is not an “unincorporated business” 
for franchise tax purposes when it was 
could be incorporated and was, 
in fact, incorporated after the close of the 
tax period in 
conclusive proof that 
of the 
trom the 


ance companies and contracting 
agents for soliciting business 


of Columbia 


one which 


question, when there is no 
less than 80 per cent 
resulted 


gross income ot the agency 


partners’ personal services, and 


when capital is not a material income-pro 


ducing factor in the agency’s business. Jones 
v. District of ( CCH Dzsrricr ot 


Co_uMBIA TAX Reports § 14,131 
luck for the Delawar: 
overestimated its 


filed its 
paid the 


olumpta 


just tough 
that 
income 


It was 
corporation grossly 
prospective 


tentative 


when it 
and 
according to an 


taxes 
Income tax return 
tax, 
the Delaware 


Toward the 


estimated opinion ot 


July 31 


firm dis 


attorney general of 
end of the 
covered the overestimate, which was caused 
by a misinterpretation of the law. No re 
fund of the overpayment on the tentative 
return is authorized, said the 

l taxpayer 


general The 
a refund when it files its final return at the 


year the 


attorney 
must wait and claim 


close of the vear. But, even then, payment 
of the refund will not be While 
the pertinent Delaware Code 
provides that overpayments shall be re- 
funded, the corporation income tax law 
contains no provision for the appropriation 
of such payments, and under the state con 


authorized 
section of the 


stitution refunds can be paid only if there 


Is an appropriation 


\ classification of professional 
for purposes of exemption trom the 
York City sales tax, lenied by a 
York court to the 
pictorial 1 


services, 
New 
New 
who 
pro 
him 


a taxpayer 
prepares itations ot 


posed buildings from plans given to 
by builders and professional architects. In 
the opinion of the court, the fact that the 
taxpayer, who is not a licensed architect, 


gave advice to architects for whom he pro- 
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vided the does not give him the 
status of a professional within the meaning 
of the enabling act, which prohibits the city 
from applying the sales tax to professional 
Glushak v. City of New York 
(N. Y. S. Ct., App. Div., First Department, 
September 30, 1958). 


pictures 


services, 


A taxpayer in New York who wanted to 
treat part of his from a corporate 
distribution as capital gain was told by the 
New York Supreme Court, Appellate Divi- 
October 3, to tab the entire 
tribution as “normal income” for individual 
income tax purposes. In Marx v. Bragalini, 
a corporation was able to obtain a larger 


income 


sion, on dis- 


mortgage and pay off the existing one. A 
distribution made to the stockholders 
of the sum refinancing to- 


Was 
created by the 
gether with accumulated earnings and profits 
The owner of the controlling stock may 
not, said the court, deduct from the distribu 
tion a sum representing income from divi- 
dends and then treat the balance of the 
distribution as a of the stock for the 
purpose of computing gain based on the dif 
ference between the purchase price of the 
stock and the Since there was no 
sale or exchange of property by the tax 

he distribution, no part 
distribution is to be treated as capital 


“sale’ 


“sale 
payer involved in t 
ot the 


gain 


No immunity from the Philadelphia net 
profits tax attaches to the royalties received 
by the inventor under a patent licensing 
agreement just because the patent was de 
veloped prior to the effective date of the 
act imposing the tax, said the Pennsylvania 
Court of Common Pleas, No. 7, Philadelphia 
County, on August 8, in Steinberg v. Com- 
misstoner of: Revenue, CCH PENNSYLVANIA 
TAX Reports § 200-826. The ownership of 
the patent was the result of the inventor’s 
labor, not the result of investment of capital 
The royalty income from the initial labor 
became due and received after the 
effective date of the tax 


was 


An official opinion of the Pennsylvania 
Department of Justice, dated April 1, 1958, 
holds that companies voluntarily paying to 
escheatable funds “without 
escheat” under Public Law 2063, Acts 1937 
(27 Pennsylvania Statutes Sections 434-447) 
and receipt of the 
department ot relieved of all 
liability to the rightful such 
funds. Also relieved of liability to the right- 
ful owners of such funds are companies 
which proper notice to the lawful 

escheatable funds and make 
payment of such funds to the 


the state treasury 


receiving an official 
revenue are 


owners of 


give 
owners of 
voluntary 


State Tax News 


Acts 
Sections 


state treasury under Public Law 878, 
1915 (27 Pennsylvania Statutes 
241-301). 

A new public utilities sales and use tax 
regulation has been issued by the Penn- 
sylvania Department of Revenue. It ex- 
pands and clarifies the provisions of the 
prior temporary regulation. Distinguishing 
between activities which constitute public 
utility service and those which do not, the 
regulation sets forth rules and an accounting 
system for the determination of whether 
particular property is directly used in pro- 
ducing, delivering or rendering public utility 
service sO as to make its purchase or use 
exempt from the tax. The exemption is, 
based on three interdepend- 
the existence of a public utility 
defined in the regulation, the 
performance of a public utility service, and 
the direct use of property in the production, 
delivery or rendering of a public utility 
Where a unit of property 
is put to use by a public utility in two dif- 
ferent operations, one directly involved in 
producing, delivering or rendering a public 
utility service and the other not, the prop- 
erty is subject to tax unless it is used 
than 50 per cent of the time in 
directly producing, delivering and produc- 
ing the public utility service. 
227, issued 
5, 1957.) 


in essence, 
ent factors: 


service as 


service. single 


more 


(Regulation 
August 28, 1958, effective April 


Midwestern States 


\ close eye kept on the tax law and pros- 
pective tax legislation, saved an Jowa manu- 
facturer a substantial use tax bill. In Allts 
Chalmers Manufacturing Company v. Iowa 
State Tax Commission, CCH lowa Tax Re- 
{ 65-034, the Supreme Court 
held that the installation of a turbo-genera- 
tor unit and all auxiliary equipment, for 
the purpose of electricity 
needed for a large industrial plant engaged 
in the manufacture of mill work and plastics, 
is not subject to use tax. No lowa company 
manufactures generators of the type in- 
and the installation was not ac- 
cepted by the purchaser until after the effective 
date of an amendment to the definition of 
“readily obtainable in Iowa” that provides 
that the term means kept in Iowa for sale, 
as distinguished from obtainable by giving 


PORTS lowa 


generating the 


volved, 


an order to an agent in lowa tor delivery 
from point outside the state. The 
court further based its decision on the fact 
that the installation is used directly in the 
manutacture of tangible personal property 
intended to be sold at retail 


some 
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Lake States 


The Ohto Board of Tax Appeals clarified 
the term “income yield” under the state’s 
Graham v. Bowers, CCH 
Reports § 200-828. In the case, 
had a bank loan for 
a corporation, which issued him a 6 per cent 
promissory note as The note was 
paid off by the and the tax- 
payer, according to his agreement with the 


intangibles tax in 
Onto Tax 
the taxpayer secured 
trustee 
corporation, 


bank, paid the bank 4 per cent interest on 
the loan. The tax appeals board held that 
the taxpayer’s income from his investment, 
for intangibles tax 
clude the 4 per cent interest he received 
as trustee tor the bank, but is limited to the 
2 per cent differential which he 
for handling the transaction 


purposes, does not in- 


received 


In another decision, the Ohio Board of 
Tax Appeals held that the sales tax liability 
of a seller accrues as soon as a contract to 
sell is consummated, not when he receives 
payment. (DeVille Photography, Inc. v. Bow- 
ers, CCH Onto Tax Reports § 200-829.) 


While the Rotary International 
are commendable, its improved property is 
taxable, since it is not a charitable organi- 
and the property involved is not 
primarily used for charitable purposes, held 
the /llinois Supreme Court in Rotary Inter 
national v. Paschen, CCH Itiinots Tax Rt 
ports § 200-114 


aims of 


zation 


In Pascal v. Lyons, CCH Itttnots TAx 
Reports § 200-118, the Illinois Supreme 
Court upheld the validity of the Motor 
Fuel Tax Act which provides for the collec- 
tion and remission of the tax 
upon aviation fuel 


subsequent 


The Illinois Supreme Court did not see eve- 
to-eye with the taxpayer in the sales tax case 
of Kellogg Switchboard and Supply Corpora- 
tion v. Department of Revenue, CCH ILLinots 
Tax Reports § 200-116. The taxpayer argued 
that in fabricating telephone switchboards, 
assembling stock components into a unit 
and adapting the unit to the needs of a 
particular customer, it sold a “custom-made 
machine” not subject to tax. Not so 
the court. This type of machine is not so 
individual as to be of no value, other than 
salvage, to and, therefore, is 
subject to the retail sales tax. 


said 


anyone else 


Pacific States 


While the Jdaho Supreme Court on Sep- 
tember 30 affirmed on rehearing its earlier 
Carlson v. State Tax Commis- 

IpAHO TAx Reports § 14-014, 


decision in 
CCH 


sioner, 


848 November, 


1958 e@ 


the ofhice of the tax collector the next day, 
October 1, stated that it will accept the 
court’s ruling only as it pertains to the 
Carlson case and that it will request legis 
lative action to amend the law to eliminate 
contusion in the distinction between “tax 
home” and places of residence. 


deduction of travel ex- 
penses was allowed an employee who trav 
eled to and work The 
ruled was of 
a temporary expenses 


In Carlson, the 
from every day 
that because the 

nature, the travel 
his work, for which 
were ordinary 


court work 
between his home and 
he was reimbursed, and 
and, therefore, deductible. The 
office of the tax collector states that there 
line of demarcation tempo 
rary and permanent employment anywhere 
in the code. 


The Idaho tax will also 
legislative amendment to prevent confusion 
occurred in Taylor v. Neill, CCH 
Reports § 14-015. In this case, 
decided that if an 
pays the and the tax 


necessary 


is no betweer 


collector seek 
such as 
IpAHO TAX 
the court 
company 


insurance 
taxpayer, 
payer pays the medical bills, the taxpaye: 
deduct the full bills 
If the insurance company pays the medical 


may amount of the 


expenses directly, the taxpayer may only 


deduct the amount he paid toward the bills 


Southern States 
The 


tax ordinance is valid, the 


Alabama gross 
\labama Supreme 
Means, Inc. v. City of 
ALABAMA TAx Reports 


VM ontgomery, receipts 
Court held in Al 
Vontgomery, CCH 
© 200-032. It 
declared invalid on the grounds that it was 


was sought to have the tax 
a sales tax which municipalities are 


But the court noted that 


really 
forbidden to levy 
the ordinance levying the tax provides that the 


he seller, while the 


tax can be absorbed by t 
state sales tax law requires the state tax to 
It thus upheld 


the ordinance as far as its characterization 


be paid by the consumer 


as a municipal license ordinance is concerned 


Even though the merchants involved have 
their 
business, the tax cannot be held invalid as 
Neither does the 
clauses 
The 


exemption allowed to sales made to nonrest 


licenses computed on gross annual 
constituting a double tax. 


ordinance violate the due process 


of the state and federal constitutions. 


dents is not subject to objection, since its 
purpose is to relieve business operations 
which derive no city benefits from taxes 


which go to maintain the city government 
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